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Provide America's taxpayers top quality service by hel ping
t hem understand and neet their tax responsibilities and by
applying the tax lawwith integrity and fairness to all
M SSI ON OF EXAM NATI ON
Exam nati on supports the m ssion of the Service by maintaining
an enforcenment presence and encouraging the correct reporting by
taxpayers of income, estate, gift, enploynent, and certain
excise taxes in order to instill the highest degree of public
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Measure the degree of voluntary conpliance as reflected on
filed returns;



Reduce nonconpliance by identifying and cost-effectively
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exam nation and taxpayer contact;

Conduct, on a tinmely basis, quality exam nations of tax
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| NTRCDUCT! ON AND LEAGUE | NFORVATI ON
SOQURCES OF | NFORVATI ON AND GUI DE EMPHASI S

[1] The primary source of information for the exam nation techniques and issues
addressed in this guide is North Florida District exam nations of mgjor and mnor
| eague professional sports franchises. This has been supplenmented with networKking
with examners in other districts, and sports |eague information from public
sour ces.

[2] Al'though this guide focuses on nmmjor |eague sports franchises, the
exam nation techni ques and i ssues addressed al so have rel evance to the
exam nations of mnor |eague sports franchises.

EMERGA NG | SSUES AND SPORTS FRANCHI SE | SP TEAM | SSUE ASSI STANCE

[3] Potential energing sports franchise issues addressed in this guide are
di stingui shed from established sports franchi se i ssues. Any energi ng sports
franchi se i ssues are addressed at the end of the applicable issue chapter

[4] For sone energing sports franchise issues, a position is not taken
Prom sing emerging i ssues may receive additional consideration by the Sports
Franchi se I ndustry Specialization Program (1SP) team

[5] Exam ners are encouraged to contact the Sports Franchise ISP team | ocated
in the South Florida District, for issue assistance on both established and
energi ng sports franchise i ssues addressed in this guide.

SPORTS LEAGUE ASSCOCI ATl ONS

[6] Each of the mmjor sports |eagues is represented by a | eague associ ation
The primary purpose of the | eague association is to pronote the sport, negotiate
nati onal TV broadcast rights, negotiate national sponsorship agreenents, and
protect the interests of the sports franchise owners and the sports | eague as a
whol e.

[7] The individual sports franchises in the | eague are nenbers of the | eague
associ ati on. League associ ations are operated as tax exenpt organi zati ons under
| RC section 501(c)(6).

LEAGUE REVENUE SHARI NG

[8] Each of the major sports | eagues has revenue sharing. The | eagues equally
di vide national television revenues regardless of the sports franchise's nunber of
tel evised games, wi nning record, or draw ng power anong the sports franchises in
t he | eague. Merchandi se |icensed on a national |evel, such as teamlogos, are also
shared by the sports franchises in the | eagues.

[9] Sharing of gate receipts varies anong the | eagues. For instance, the
Nat i onal Football League (NFL), splits gate receipts 60-40 with the honme team
receiving the larger anount, whereas in the National Hockey League (NHL), the hone
teamretains the entire gate. In the National Basketball Association (NBA), the
hone teamretains 94 percent of the gate with the | eague receiving the other 6
percent. In Mjor League Baseball (MB), the split with the American | eague is 80-
20, and in the National League, the visiting teamreceives 42 cents per adm ssion

[10] Local media revenue is not shared, and the revenue from stadi um box seats
is generally not shared.



[11] There are significant differences in the relative anbunt of revenue shared
in the different | eagues. The NFL has the hi ghest degree of revenue sharing with
over 80 percent of |eague revenues shared. This is because the NFL derives nost of
its revenue from national media broadcasting contracts. On the other end of the
scale, only 5.4 percent of |eague revenue is shared in the NHL. The NHL derives
only a small portion of total revenue fromits national nmedia contracts, with the
majority of its revenues obtained fromgate receipts. The MB and the NBA fal
bet ween these two extrenes.

THE MAJOR SPORTS LEAGUE TEANMS

[12] The major sports |eague information furnished below is based on the status
of these | eagues in 1998. A separate sports franchi se owns each of the najor
| eague teans |isted.

The Nati onal Basketball Association

[13] The National Basketball Association (NBA) consists of 29 teans divided
into the Eastern and Western Conferences. The teams are further divided into four
divisions: Atlantic, Central, Mdwest and Pacific.

East ern Conf erence

Atlantic D vision Central Division
Boston Celtics At | ant a Hawks
M am Heat Charlotte Hornets
New Jersey Nets Chi cago Bulls
New Yor k Kni cks G evel and Cavaliers
Ol ando Magi c Detroit Pistons Philadel phia 76ers
I ndi ana Pacers Washi ngton W zards M | waukee Bucks

Toronto Raptors

West ern Conf erence

M dwest Di vi sion Paci fic Division
Dal | as Maveri cks CGol den State Warriors
Denver Nuggets Los Angeles dippers Houston Rockets
Los Angel es Lakers M nnesota Ti nberwol ves Phoeni x Suns San
Ant oni o Spurs Portland Trail Blazers Uah Jazz
Sacrament o Kings Vancouver Gizzlies Seattl e Super Sonics

[14] Each team plays an 82 gane regul ar season schedule with 41 hone ganes and
41 away ganes. The winner in each division, plus the next six top finishing teans
in the conference, play to determ ne the conference wi nner. The two conference
wi nners play in the NBA playoffs to deternmine the overall NBA chanpion

The National Football League
[15] The National Football League (NFL) consists of 31 teans divided into the

Anerican and National Conferences. Both the Ameri can and Nati onal Conferences
further divide the teans into three divisions: Eastern, Central, and Western

Aneri can Conf erence Nat i onal Conf erence
Eastern Divi sion Eastern D vi sion
Buffalo Bills Arizona Cardinals Indianapolis Colts

Dal | as Cowboys M am Dol phins New York G ants New



Engl and Patriots
Washi ngt on Redski ns
Central Division
Cincinnati Bengal s
Bal ti nore Ravens
Tennessee Titans

M nnesot a Vi ki ngs
G evel and Browns

Western Divi sion

Denver Broncos
Kansas Gty Chiefs
Cakl and Rai ders
San Di ego Chargers
Seatt| e Seahawks

[16] Each team plays a 16 gane regul ar season schedule with 8 honme ganes and 8
in each division,
play to determ ne the conference chanpion for their
The two teans that win their

away ganes. The w nner
in each conference,
conf er ence.
other for the overall

Maj or League Basebal |

[17] Mmj or
Nat i onal
Nat i onal
and Western.

Nati onal League

Eastern Di vi si on

At| anta Braves
Mont real Expos
Fl orida Marlins
New York Mets

| eague chanpi onship in the Super

League Basebal |
Leagues having 14 and 16 teamcircuits respectively. The Anmerican and
Leagues further divide the teans into three divisions:

Phi | adel phi a Eagl es New York Jets

Central Division
Chi cago Bears
Detroit Lions
G een Bay Packers
Jacksonvil | e Jaguars

Pittsburgh Steelers
Tanpa Bay Buccaneers

Western Divi sion

St. Louis Rans
Atl anta Fal cons
New Ol eans Saints
San Franci sco 49ers
Carol i na Pant hers

plus the next three top finishing teans

respecti ve conference play
Bow .

agai nst each

(MLB) includes 30 teanms, with the American and

Eastern, Central,

Ameri can League
Eastern Division

New Yor k Yankees
Baltimore Orioles
Bost on Red Sox

Toronto Blue Jays Phil adel phia Phillies

Tanpa Bay Devil Rays
Central Division Central Division
St. Louis Cardinals C evel and | ndi ans
Houst on Astros Chicago Wiite Sox Cincinnati Reds
Detroit Tigers Chicago Cubs M nnesota Twi ns

Pittsburgh Pirates
West ern Divi sion

San Di ego Padres

Los Angel es Dodgers
Col or ado Rocki es

San Francisco G ants
Ari zona D anondbacks

[18] Each team plays a 162 gane regul ar season,
The top four teans in each | eague,
play in the post season | eague chanpi onshi p games.

ganes.

Kansas City Royals M I waukee Brewers

Western Divi sion

Texas Rangers
Seattle Mariners
Cakl and At hletics
Anahei m Angel s

with 81 hone ganes and 81
| east one from each division,
The two teans that energe as

with at

respective

away



chanpi ons of their respective |eagues play in the Wrld Series. The w nner of the
Wrld Series is the M_.B chanpi on.

The National Hockey League
[19] The National Hockey League (NHL) consists of 26 teans divided into the
Eastern and Western Conferences. The teans are further divided into four

di visions: Northeast, Atlantic, Central, and Pacific.

East ern Conf erence

Nor t heast Division Atl antic Division
Bost on Brui ns Phi | adel phia Flyers Pittsburgh Penguins

New York Rangers Montreal Canadi ens Fl ori da Pant hers
Hartford Wal ers Washi ngton Capitals Buffalo Sabres

Tampa Bay Lightning OQtawa Senators New Jersey Devils

New Yor k | sl anders

West ern Conference

Central Division Pacific Division
Chi cago Bl ackhawks M ghty Ducks of Anaheim Dallas Stars
Calgary Flames Detroit Redw ngs Ednonton GO lers St
Loui s Bl ues Los Angel es Kings Phoenix Coyotes
San Jose Sharks Toronto Maple Leafs Vancouver Canucks Col orado
Aval anche

[20] Each team plays an 82 gane regul ar season schedule, with 41 home ganes
and 41 away ganes. The top eight teanms in each conference play to determ ne the
conference winner. The two conference winners play in the Stanley Cup Playoffs to
determ ne the overall NHL chanpion

League Expansi on

[21] The major sports | eagues have added new teans throughout the course of
their history, and each | eague is scheduled for further expansion. Expansion teans
added in the major sports leagues in the 1990's are as foll ows:

The National Basketball Association

1994 - Toronto Raptors (started playing in 1995-1996 season) 1994 - Vancouver
Gizzlies (started playing in 1995-1996 season)

The National Football League
1993 - Carolina Panthers (started playing in 1995 season)
1993 - Jacksonville Jaguars (started playing in 1995 season) 1998 - d evel and
Browns (started playing in 1999)
Maj or League Basebal
1993 - Col orado Rockies (National League)
1993 - Florida Marlins (National League)
1998 - Arizona D ampbndbacks (National League)
1998 - Tanpa Bay Devil Rays (Anerican League)

The National Hockey League



1991 - San Jose Sharks

1992 - Otawa Senators

1992 - Tanpa Bay Li ghtni ng
1993 - M ghty Ducks of Anahei m
1993 - Florida Panthers

CHAPTER 2
GENERAL SPORTS FRANCHI SE EXAM NATI ON TECHNI QUES
OVERVI EW

[22] This chapter addresses general sports franchi se exam nation techni ques.
More detail ed exam nation techni ques and i ssue guidance are contained in the
specific issue chapters of this guide.

GENERAL ACCOUNTI NG CONSI DERATI ONS

[ 23] Even anong sports franchises in the sane | eague, the financial statenents
for the sports franchise are generally unique. There are often significant
di fferences in accounting for the acquisition of the sports franchise and in the
accounting policies for major itenms such as player contracts and contingenci es.
There are al so varying |levels of vertical business integration. The financi al
statenments often reflect significant related party transactions which are common
for most sports franchi ses.

[24] The anortization of player contracts is alnost always a material audit
i ssue. Player contracts are typically structured to include signing bonuses and
deferred conpensati on arrangenents.

[25] For nost sports franchises, ticket revenues and broadcasting rights
constitute the magjority of revenue. Many teans al so have favorabl e | ease
arrangenents in which the teamrecei ves revenue from parki ng, concessions, and
stadi um nam ng rights. Advance sal es of upcom ng season tickets are typically
reflected as deferred revenue on the bal ance sheet. Cenerally accepted accounting
principles (GAAP) require that gate revenues be recorded in the period in which
the fans attend the ganes so that they are matched agai nst period costs. As with
other industries, the GAAP tim ng of income and expenses for sports franchises
often differs fromthat for tax purposes.

RETURN | DENTI FI CATI ON AND ENTI TY BACKGROUND | NFORVATI ON

[26] There are usually a limted nunber of sports franchises |ocated within a
specific district. For purposes of an approved district conpliance initiative,
sports franchise returns can often best be identified through the exam ner's
personal know edge of the sports teams |located within their district.

[27] The main problemin identifying returns, however, is identifying the
owner's entity nane under which the tax return is filed, as opposed to the sports
franchi se's "doi ng busi ness as" (DBA) nane. This can be a difficult and tinme
consum ng task in situations in which the entity operates as a partnership

[28] One way to identify the ownership entity is through the use of the
i ncorporation library (1 NCORP) on Lexis-Nexis. By accessing the XXBIZ file ( where
XX represents the state abbreviation; for example, FLBIZ for Florida) examners
can usually locate the records for the ownership entity by utilizing the DBA nane
as the search term

[29] The BIZ file can provide a wealth of information about the entity,
including the entity's registered nanme; the formof the entity, for exanple,



corporation or partnership; the officers of record; and the federal enployer's
identification nunber (EIN). The I NCORP records will also indicate whether or not
the entity is still active, or if it has been dissolved (voluntary or

i nvoluntary). Additionally, historical data is provided which, if applicable,
woul d i ncl ude nanme changes or whether a merger had occurred. The Bl Z file wll
often cross reference related entity records.

PREPLAN AND | SSUE | DENTI FI CATI ON

[30] The following information is presented to assist in assessing the audit
potential of a sports franchise return. It should only be used as suppl enenta
i nformati on during the preplanning stage of an examination. Since it is not al
inclusive, in no way should it restrict the examner fromidentifying other
potential return issues that may be present.

I nt angi bl e Assets

[31] The bal ance sheet is an integral part of any preplan. Aside from normnal
prepl an audit considerations, a specific review of the allocation anong
anortizabl e and non-anortizabl e intangi ble assets is especially inportant in
sports franchi se exam nations. A sports franchise's non-anortizable intangible
assets may, upon exam nation, be determined to be significant. The ratio of
non-

anortizable intangi bl e assets (TV broadcast rights, goodwi ||, going concern
val ue, and franchise costs) to anortizable assets (primarily player
contracts)

wi Il depend on how | ong the franchise has been in existence and the nunber of
mar que pl ayers enpl oyed by the team

[32] Form 4562, Depreciation and Anortization, should be viewed to ascertain if
anortization has been clainmed on non-anortizabl e intangi ble assets. An inspection
of Form 4562 might al so indicate potential problenms regarding the amount of the
original franchise cost (whether by purchase or by expansion) allocated to player
contracts, the useful life assigned to player contracts, and the placed in-service
date for these contracts.

Def erred Revenue and Deposits

[33] In order to identify deferred revenue and anounts that nay have been
i nproperly treated as non-taxabl e deposits, a detail ed review of bal ance sheet
current liabilities and long termliabilities is reconmended. The detail attached
to the return may identify the nake up of any deferred revenue. For example, the
detail may state that long termliabilities include deferred broadcast revenue and
def erred sponsorshi p revenue.

[34] Look at long-termliabilities to determine if any deferred revenue is
i ncl uded. Sources of inconme such as ticket revenue for ganmes which may extend
beyond nore than one season are often inappropriately deferred.

[35] Amounts treated by the taxpayer as non-taxable deposits, which may in fact
be taxabl e advance paynents for services, may be included in long term liabilities
or other liabilities. The deposit/advance paynent anmounts for multiple year season
ticket hol der agreements (regul ar season ticket holders, club seats, and skybox or
executive suites) can be quite significant. This is especially the case for new
sports franchises resulting from | eague expansion or teamrelocations and sports
franchi ses that have or are trying to inprove or expand the stadiuns in which they
play their hone ganes.

Accrued Expenses



[36] As part of the exam nation of the bal ance sheet, |arge accrued expense
items shoul d be considered. Accrued expenses may include such itens as accrued
bonuses or conmpensation to related parties to which I RC section 267 or IRC section
482 may apply. Additionally, accrued compensation costs will often fall under the
purvi ew of | RC section 404 (deductions for deferred conpensation) or |RC section
419 (deductions for contributions to welfare benefit funds). Also, a |arge accrua
of rent for a stadiumor an arena should be reviewed to determne whether it
qualifies as an I RC section 467 rental agreenent, and if so, that the requirenents
of I RC section 467 are in conpliance.

O her Deducti ons

[37] As with any exam nation, excessive repair expenses clainmed may indicate
capital inprovenments are being inproperly expensed. The same can be said for
excessi ve professional fees clained, which my represent fees connected with the
acquisition of the sports franchise, a | ease agreenent, or simlar capital asset.

[38] The audited financial statements should reflect any loans to rel ated
parties and the terns of the loans. Areview of this information may indicate an
| RC section 7872 issue involving related party debt having bel ow market interest
rates.

Schedule M1

[39] Schedule M1 should be inspected to determine the sports franchise's
di fferences between taxable incone and book income. As with other taxpayers, these
di fferences warrant consideration

[40] A taxpayer's tax accounting and book accounting are the sanme for itens not
reflected in Schedule M1. Accordingly, awareness of the sports franchise
accounting areas for which there are usually differences in tax accounting and
book accounting (which raise questions by their absence from Schedule M 1) can
assist the examner in identifying areas of audit risk.

[41] An exanple is the absence of a Schedule M1 adjustment for anortization
Ceneral ly, a sports franchise's anortization will be less for tax purposes than
for book purposes. This is especially the case for new franchi ses, whether through
expansi on or purchase.

Rel ated Party Transactions

[42] Rel ated party transactions are conmon for sports franchi ses. Concession
arrangenents, local television contracts, and stadium | ease arrangements to
related entities are common in the industry. It is not uncommon for the owners of
the sports franchise to have an interest in these and ot her busi nesses that have
financial dealings with the sports franchise

[43] The audited financial statements are a good source of information
Ceneral ly accepted accounting principles and nore specifically Statenent of
Fi nanci al Accounting Standard 57, Related Party Disclosures, require disclosure of
related party transactions in the notes to the financial statements. This includes
information on: (1) their affect on the financial statenents, (2) the dollar
anount of each transaction, and (3) any anpbunts due to or fromrelated parties
along with the ternms of the debt arrangenent.

[44] Oten, the underlying docunents will be needed to determ ne the substance
of related party transacti ons.

| SSUE DEVELOPMENT



[45] Issue developnent is the key to any exam nation. This neans the facts
shoul d be fully devel oped to support the underlying issue, and to the extent
possi bl e, the taxpayer shoul d acknow edge agreenment with the facts.

[46] Exhibit 2-1 is a sanple Form 4564, Information Docunent Request, that can
be tailored to fit the specific needs of the exani nation. Depending on the issue,
the exam ner may need to retain a copy of nmany of the docunents and agreenents
i nspected during the exam nation for the case fil e workpapers.

[47] Factual devel oprment starts with the initial interview The interview
shoul d be conducted with the party having first-hand know edge, usually the chief
financial officer or conptroller.

[48] It is inportant to develop initial interview questions which fit the
particul ar facts and circunstances of the sports franchise. Exhibit 2-2 is a
sanpl e interview questionnaire that can be tailored to the sports franchise's
uni que facts and circunstances. This sanple interview questionnaire contains
generic, initial interview questions, as well as questions specific to sports
franchi se exam nations. The questionnaire is by no neans all inclusive. Rather, it
is meant to be used as only a guideline.

[49] As with npst exam nations, a key to good issue devel opment is a tour of
t he busi ness. Regardl ess of how many stadiuns or sports arenas the exani ner has
visited, each is unique in its own way. Moreover, visiting a stadiumor sports
arena as a spectator is quite different fromtouring the facility as an exam ner
where one has the opportunity to ask questions about the lives of assets,
financi ng arrangenents, and incone produci ng activities.

[50] It is preferable that the exam nation take place at the sports franchise's
pl ace of business. A day-to-day observation of the business operations can lead to
a nore thorough understanding of the facts, clear up potential m sunderstandings,
and facilitate obtaining information fromthe taxpayer in a tinely manner. This
usually minimzes the time expended on the exam nation and inconvenience to the
t axpayer.

[51] Make specialist referrals as early as possible. Because a Conputer Audit
Specialist (CAS) referral is mandatory on all cases with Activity Code 219 and
above, sports franchises typically require a CAS referral.

[52] Asset valuation issues are usually identified early in the exam nation. |If
asset valuation assistance is warranted, nmake the engineering referral early in
t he exam nati on.

REQUI RED FI LI NG CHECKS

[53] There are usually related entity returns that should be inspected and
per haps exami ned. This often includes the tax returns of the owners of the sports
franchi se

[54] The single |largest expense of a professional sports franchise teamis its
salaries and wages. This is due to ever increasing player costs. It is, therefore,
i nportant for exam ners to ensure the proper filing of all enploynent tax returns.
In addition, the policies for issuing Forns 1099 should be reviewed in conjunction
with a determnation that all required Forns 1099 were issued and that enpl oyees
and subcontractors were properly classified.

[ 55] Anong ot her things, exam ners should ensure that any rel ocati on expenses
paid to new players, coaches, etc., are included in the enpl oyee's W2.
Addi tional ly, exam ners should determine if taxable fringe benefits have been
properly handled. For exanple, if all enployees are provided season tickets at no



cost, the value of the tickets given should be included in the enployee's W2, and
proper FICA and FUTA paid. |If appropriate, the assistance of an Enpl oynent Tax
Speci al i st shoul d be request ed.

Pl ayer Personal Service Corporations

[56] A potential issue area is whether the sports franchise's players have
fornmed personal service corporations (PSCs) through which their services are
offered to the sports franchise. A PSC may have a tax inmpact on the individua
pl ayer under | RC section 269A and I RC section 482. In addition, a PSCis likely to
have a maj or enpl oynment tax inmpact on the sports franchi se.

[57] In the case of a sports franchise and a player enployed through his PSC,
there is no issue as to whether the player is an enpl oyee or independent
contractor. The issue is whether the player is an enpl oyee of the sports franchise
or the PSC for enploynent tax purposes.

[58] An analysis of the evidence generally establishes that a sports franchise
controls its players not only as to the result, but also as to the neans and
met hods of acconplishing the result. Under the player contracts, players may not
offer their services to any other sports franchise in the |eague. Additionally,
the sports franchise nornmally pays for the players’' expenses when the teamis on
t he road.

[59] CGenerally, a sports franchise will be determ ned to be the enployer of its
pl ayers. Accordingly, the sports franchise is usually responsible for FICA and
FUTA taxes on the conpensation paid for player services even if they are paid to a
PSC. See Leavel v. Comm ssioner, 104 T.C. 140 (1995).

COVPLI ANCE STRATEG ES
[60] If you believe there may be a | ack of conpliance in your area for one or
nore of the issues covered in this ATG you may want to recommrend a district
conpliance initiative. In determning the appropriate conpliance initiative
strategy, consideration should also be given to taxpayer education, guidance, and
assi st ance.
EXHBIT 2-1

Sanmpl e Form 4564, |nformati on Docunent Request

Form Department of the Treasury -- Internal Revenue Service
4564: I nf ormati on Docunent Request
To: Subj ect

SAI'N Nunber: Submitted to:
Dat es of Previ ous Requests

Pl ease have the follow ng records available at the initial
appoi nt nent :

1. The original partnership agreenment and any anendnents to the
part nershi p agreenent.

2. Al contracts, agreenents, and other simlar docunments between
the partnership and any of its partners separate and apart from
t he partnership agreenents. These may include, but not be limted
to, enploynent agreenents, managenent contracts, or other simlar



transacti ons.

3. Retained copy of Form 1065, Partnership Incone Tax Return, for
the years ended __ , and __ , if filed, for inspection

4. Copies of incone tax returns for those partners who own directly
or indirectly 10 percent or nore of the partnership for the years
ended , and , for inspection

5. Copies of incone tax returns for any other entity, regardl ess of
form and regardl ess of whether taxable or tax-exenpt, which is
owned or controlled directly or indirectly by the sane interests
as the partnership for the taxable years and

6. The general |edger, year end tax workpapers, trial bal ance sheet,
and adjusting journal entries for the taxable year ended * * *.
Pl ease include a chart of accounts if the | edger accounts are
identified by nunber only.

7. Bank statements, deposit slips, cancelled checks, credit/debit
menor anda for all bank accounts for the taxable year ended

8. The conplete franchi se agreenent between the partnership and the
| eague, as well as any other pertinent documents.

9. The conplete | ease agreenent between the partnership and the Gty
regarding the | ease of the stadium as well as any ot her
pertinent docunents, including any contracts regarding the
renovation to the stadiumto which the partnership may be a

party.

10. Any agreenents, contracts, and other docunents with television
stations and radio stations regarding rights to broadcast games
or other special progranm ng.

11. Al agreenents, contracts, and other documents regarding
cor porate sponsors, such as Oficial Team Bank, O ficial Team
Health Care Provider, etc. which were in effect during * * *.
This includes all concession agreenents.

12. Sanpl e copy of season ticket agreenents (original, as well as any
| ater anendnents, or ternms in any form for each category of
seat, including club seats. A breakdown of the total nunber of
seats in each category. A listing of season ticket hol ders,

i ncludi ng nanme, date ticket purchased, total purchase price, date
and amount of deposit, subsequent paynents (if any), and
remai ni ng anmount due. Al so, a copy of the Payment Pl an Agreenent
for each category of seat, which outlines the various paynent
options available to ticket hol ders.

13. Copy of the medi a package for the sale of sky box seats, as well
as a listing of sky box seat holders, the cost of the sky box,
t he deposits received for the sky box seats (if any), and the
remai ni ng amount due fromthe sky boxes.

14. Sanple cover letter to ticket holders transmtting coupon books
for those who opted to pay by nonthly check. If available, a
sanpl e coupon book. Simlarly, a sanmple confirmation letter or
signature authorization, if any, sent to those who opted for the
automatic monthly withdrawal to pay for their tickets.



15. Listing of ticket holders who requested refunds of their
deposits. The list should reflect the date the refund was

requested, the date the refund was nmade, as well as the anount of
the refund. Please provide five actual letters requesting a
refund, as well as all correspondence fromthe teamto the
requestor (interimletter and letter transmtting the refund).
16. Copies of all player contracts negotiated in
Nane and Title of Requester Dat e
O fice Location Phone
ok ok x x
SAMPLE | NI TI AL | NTERVI EW QUESTI ONS
TAXPAYER
YEAR: EXAM NER: DATE:
Interview wth:
Time & pl ace:
O her business entity name(s) used:
Addr ess:
Tel ephone Nunber:
Power of Attorney:
Taxpayer contact person(s):
Explain all changes in the business organization of the taxpayer, purpose,

entities involved, and when they occurred:

TMP address verification for future notices:
TMP' s for other partnerships which are partners:
Names/ Titles of O ficers:

Are officers also involved with other entities?
Any rel ated corporations, partnerships, trusts:
Rel ated party transactions; sales/rentals, etc.
Loans to or from partners:

VWhat benefits, if any, do partners of the sports franchi se receive
box cost)?

Future plans: expansion, diversification, etc.:

Nunber of enpl oyees/duties (other than team players and coaches):

(reduced sky



Prior audit/results:
Descri be all changes in accounting nethods:

Has a Form 3115, Request For Change In Method of Accounting, been filed since the
filing of the tax return for (the first year under exam nation)?

Amended return(s) filed/planned:
Descri be the books and records maintai ned:

VWere are the books and records kept?

VWho is responsible for maintaining the general |edger?

VWho prepares and who reviews the nonthly adjusting journal entries?

Return prepared fromwhat records, how |l ong return preparer involved,
etc.:

VWhat types of receipts are received in cash versus by check?

Are all receipts deposited intact into a bank account?

Bank accounts:

VWho aut horizes expenditures: signs checks, how many signatures, etc:

VWho opens nmail, posts receipts, prepares deposit slips, takes to bank, etc.
Non- t axabl e sources of funds:

Determ nati on of gross receipts per return

Petty cash: how accounted, anount, vouchers, etc.; other cash on
hand:

Expenses: cash/check, authorization:

Assets owned: real property, autos, etc.:

Vehi cl es owned/ | eased: purpose, used by whom personal use accounting, etc.:
Enpl oyee/ of fi cer expense policy:

Types of insurance maintained: health, life, disability:

Law Suits: parties involved, when & where filed, nature of suit, and
st at us:

Is there an expense/capitalization policy?
VWhat is interest expense clainmed for?
Descri be any | arge or unusual expenses for the tax year:

VWhat shared expenses, if any, does the team have with the | eague (player pensions,
advertising, etc.)?



Are there any agreenents between the teamand the city, the | eague, |I|oca
stations, vendors, etc. that are NOT in witten forn? Are there any bartering
agreenments with contractors or other parties?

Expl ain the sale of the season tickets; deposits & how they are accounted for;
identify all refundable deposit or deferred inconme/revenue accounts:

Addi tional Questions
CHAPTER 3
SPONSORSHI P REVENUE
I NDUSTRY PRACTI CE

[61] A mmjor source of revenue generated by a sports franchise is sponsorship
revenue. Mst sports franchises solicit |ocal sponsors that want to be associated
with the sport franchise's team name. Mst notably, a sports franchise may have an
official team bank, an official teamtelevision station, an official teamradio
station, an official team healthcare provider, etc. Sponsors pay significant suns
of noney to enter into these contracts, which wusually cover multiple years. Unlike
ot her categories of revenue, |local area sponsorship revenue is generally not
shared with other sports franchises in the |eague

[62] The sponsorship agreements entered into, for the nost part, represent
advertising contracts. The sponsors receive specified advertising spots in radio
broadcasts, television broadcasts, and teamprint nmedia. Additionally, the
sponsors usual ly recei ve stadi um si ghage.

[63] The sports franchise usually receives significant advance paynents from
t he various sponsors upon signhing the contract, with periodic paynents to be made
during the remai nder of the contract term Oten the sports franchise's tax return
will reflect less than the total ampount received during the initial year as
current incone. The remai ning amount received will usually be reflected as
deferred revenue. Depending on the Iength of the contract and the nature of the
advance paynent, sone portion may be designated as |ong-term deferred revenue.

[64] Instead of including advance paynents on mnultiple year sponsorship
contracts in gross income during the tax year received, sports franchises often
report advance paynents prorata over the termof the contracts.

[65] Sone contracts designate a portion of the advance paynent as
"exclusivity." This termindicates the vendor is the exclusive sponsor in a
particul ar busi ness segnent (such as banking, television, radio, healthcare,
etc.). The paynent made for exclusivity is usually reported by sports franchises
as incone over the life of the contract, with the currently recogni zed portion
representing only the current year's prorata share

AUDI T | SSUE

[66] It should be determ ned whether the sports franchi se has inproperly
deferred the reporting of sponsorship revenue. Mre specifically, whether the
sports franchise is unable to rely on the incone deferral provisions of Rev. Proc.
71-21, 1971-2 C.B. 549, because:

1. The sponsorship agreenent provides for the provision of services
after the end of the sports franchise's tax year follow ng the tax
year in which the advance paynents are received, and for
sponsorship agreenents conferring exclusivity rights.



2. The advance paynent is for property rights, rather than the
provi sion of services by the sports franchise.

TAX LAW
Prepai d I ncone

[67] Under I RC section 451(a), "CGeneral Rule. The anount of gross income shal
be included in the gross income for the taxable year in which received by the
t axpayer, unless, under the nethod of accounting used in conputing taxable incomne,
such anount is to be properly accounted for as froma different period.”

[68] Treas. Reg. section 1.451-1(a) provides "* * * Under an accrual nethod of
accounting, inconme is includible in gross income when all the events have occurred
which fix the right to receive such income and the anount thereof can be
determ ned with reasonabl e accuracy. * * *"

[69] Afixed right to receive inconme occurs when: (a) the taxpayer's required
performance takes place; (b) paynent is due; or (c) paynent is received, whichever
occurs first. Schlude v. Conm ssioner, 372 U S. 128 (1963), and Rev. Rul. 79-195,
1979-1 C. B. 177.

[70] The history behind former | RC section 452 reflects Congressional intent to
l[imt tax deferrals of prepaid incone to just those narrow areas specifically
provi ded by Congress (such as | RC sections 455 and 456). Fornmer |RC section 452
permtted the deferral of prepaid income. The purpose of |IRC section 452 was to
bring tax accounting nmore in line with accepted business accounting for prepaid
i ncome. When | RC sections 452 and 462 (which all owed deductions for reserves for
estimated expenses) were enacted with the Internal Revenue Code of 1954, the
estinmated revenue loss was $ 45 million. A year later, after the Anerican
Institute of Accountants estimated the tax revenue |loss resulting fromthese
provisions to be around $ 500 million, Congress retroactively repealed |IRC
sections 452 and 462.

Revenue Procedure 71-21

[71] Rev. Proc. 71-21 was published "to inplenment an adnministrative deci sion
made by the Conmm ssioner in the exercise of his discretion under section 446, to
al | ow accrual nethod taxpayers I N CERTAIN SPECI FI ED AND LI M TED Cl RCUMSTANCE to
defer the inclusion in gross inconme for Federal incone tax purposes of paynments
recei ved (or anmpunts due and payable) in one taxable year FOR SERVICES to be
performed by the end of the next succeeding taxable year."

Per section 2 of Rev. Proc. 71-21:

In general, tax accounting requires that paynents received for
services to be performed in the future nmust be included in gross
income in the taxable year of receipt. * * * The purpose of this
Revenue Procedure is to reconcile the tax and financia
accounting treatnment of such paynents in a |arge proportion of
these cases without permtting extended deferral in the time of
i ncl udi ng such paynents in gross incone for Federal inconme tax
pur poses.

Section 3.02 of Rev. Proc. 71-21 provides:

An accrual method taxpayer who, pursuant to an agreenent
(witten or otherw se), receives a paynent in one taxable year
for services, WHERE ALL OF THE SERVI CES under such agreenent ARE
REQUI RED BY THE AGREEMENT AS I T EXI STS AT THE END OF THE TAXABLE



YEAR OF RECEI PT to be performed by himbefore the end of the
next succeedi ng taxable year, may include such paynments in gross
i nconme as earned through the perfornmance of the services,

subject to the limtations provided in sections 3.07, 3.08, and
3.11. HOAEVER, |F THE I NCLUSI ON I N GRCSS | NCOVE OF PAYMENTS
RECEI VED | S PROPERLY DEFERRED UNDER THE PRECEDI NG SENTENCE AND
FOR MY REASON A PORTI ON OF SUCH SERVICES | S NOT PERFORMVED BY THE
END OF THE NEXT SUCCEEDI NG TAXABLE YEAR, THE AMOUNT ALLCCABLE TO
THE SERVI CES NOT PERFORMED MUST BE | NCLUDED | N GRGOSS | NCOVE SUCH
SUCCEEDI NG YEAR, REGARDLESS OF WHEN (I F EVER) SUCH SERVI CES ARE
PERFORMED

Section 3.03 provides:

Except as provided in sections 3.04 and 3.05, a paynent received
by an accrual method taxpayer pursuant to an agreenent for the
performance by himof services MJUST BE I NCLUDED I N H S GRCSS
| NCOVE | N THE TAXABLE YEAR OF RECEI PT | F under the terns of the
agreement as it exists at the end of such year: (a) ANY PORTI ON
OF THE SERVI CES | S TO BE PERFORVED BY HI AFTER THE END OF THE
TAXABLE YEAR | MVEDI ATELY SUCCEEDI NG THE YEAR OF RECEI PT: OR (b)
ANY PORTION OF THE SERVI CES | S TO BE PERFORVED BY H M AT AN
UNSPEC! FI ED FUTURE DATE whi ch may be after the end of the
taxabl e year inmedi ately succeedi ng the year of receipt.

[72] The Tax Court in T.F.H Publications, Inc. v. Comm ssioner, 72 T.C. 623
(1979), determined that "advertising is considered a service." Thus, anmpunts
recei ved in advance for advertising are considered paynments for future services to
whi ch Rev. Proc. 71-21 may apply.

[ 73] Advance paynents under television contracts are not services, but are
considered a property right -- the right to publicize the taxpayer's games.
Accordi ngly, a taxpayer cannot defer the reporting of the advance paynents
received for television contracts under Rev. Proc. 71-21. The tax |aw section in
Chapter 4 addresses the case | aw supporting this concl usion

TAX LAW APPLI CATI ON

[ 74] Advance paynents received on nmost of a sports franchise's multiple year
sponsorship contracts are unlikely to qualify for income deferral under the
provi sions of Rev. Proc. 71-21. As addressed above, per Rev. Proc. 71-21 sections
3.02 and 3.03, ADVANCE PAYMENT FOR SERVI CES | S DEFERRED UNDER REV. PROC. 71-21
ONLY | F THE SERVI CES ARE TO BE PROVI DED BY THE CLOSE OF THE NEXT TAXABLE YEAR
Accordingly, Rev. Proc. 71-21 only results in sponsorship income deferral if,
under the specific sponsorship contract, the services are to be provided by the
cl ose of the sports franchise's tax year following the tax year during which the
advance paynment is received. This results in nost advance paynents for nultiple
year sponsorship contracts being ineligible for deferral wunder the provisions of
Rev. Proc. 71-21

[ 75] For advance paynents that are not excluded fromRev. Proc. 71-21 deferra
due to the requirenment that the service be provided by the end of the tax year
followi ng the tax year of receipt, only advance paynents for services versus
advance paynments for property rights qualify for Rev. Proc. 71-21 deferral

[76] In this guide, "exclusivity rights" are defined as a sponsor's paynents to
a sports franchise to pronote the sponsor's association with the sports franchise
as the exclusive sponsor for the specific market segment or industry (banking,
tel evision, radio, health provider, etc.).



[ 77] For advance paynent issues on exclusivity rights, the primary argunment is

t hat

Rev. Proc. 71-21 does not apply because it is an advance paynent f

rights versus an advance paynent for services, and then, if applicable,
alternative argunent that Rev. Proc. 71-21 does not apply because the

not provided by the end of the subsequent tax year. The distinction between
property rights and services is further addressed in Chapter 4.

or property
an
servi ces are

[ 78] When the exam ner determines a sports franchise is unable to rely on Rev.
71-21 for income deferral, it is not uncomon for the sports franchise to
argue that its sponsorship inconme is deferred based on the application

Pr oc.

case

of general

| aw on prepaid services. The case law on the taxation of fixed and definite
prepai d services is addressed in Chapter 5.

EXAMPLE

XYZ, a professional sports franchise, entered into a sponsorship
agreement with a local bank to be the official bank of the sport
franchi se. The contract provided the bank with a specified
anmount of advertising time during television broadcasts, radio
broadcasts, as well as in the team nmagazi ne. Additionally, the
sports franchise agreed to do all of its banking with the
sponsor and woul d encourage its enployees to do the sanme. The
bank had the right to advertise itself as the official bank of
the sports franchise.

The contract is for 5 years begi nning on January 1, 1994, for a
total contract price of $ 6 mllion. The bank paid $ 4.2 nillion
on execution of the contract, which represented a $ 3.75 mllion
exclusivity rights fee and $ 450,000 for the first year's
advertising. On each anniversary date, the bank is to pay

$ 450,000 until the end of the contract.

On its 1994 cal endar year tax return, XYZ included in gross

income $ 1.2 million on the bank sponsorship contract. This
included $ 450,000 for the first year's advertising and $ 750, 000
for the first year's pro rata share of the exclusivity rights

fee (which is $ 3.75 mllion divided by 5 years equaling
$ 750, 000) .

XYZ's bal ance sheet on Decenber 31, 1994, reflected $ 3 nmllion
of deferred revenue (the $ 3.75 mllion total exclusivity rights
fee less the $ 750,000 anount reported in 1994). $ 750,000 of the
$ 3 mllion was designated as a current liability, and $ 2.25
mllion was designated as long termliability.

On its 1995 and 1996 cal endar year tax returns, XYZ reported

$ 450,000 for the advertising fee paid in January and $ 750, 000
for the pro rata share of the exclusivity rights fee which had
been pre-paid. At year end, XYZ's 1995 bal ance sheet reflected
total deferred revenue of $ 2.25 mllion, and XYZ' s 1996 bal ance
sheet reflected total deferred revenue of $ 1.5 mllion

The sports franchise's tax reporting of the |ocal bank
sponsorship contract is sunmarized as foll ows:

Pro Rata
Tax Advertising Fee Exclusivity Exclusivity Fee
Year Report ed Fee Reported Account Bal ance

1994  $ 450, 000 $ 750, 000 $ 3,000, 000



1995 $ 450, 000 $ 750, 000 $ 2,250, 000
1996 $ 450, 000 $ 750, 000 $ 1,500, 000

During an exam nation of the sports franchise's 1994-1996 tax
returns, the exam ner determned the exclusivity rights fee
advance paynment was an advance paynment for property rights. The
examner's primary argunent is Rev. Proc. 71-21 does not apply
because it is an advance paynment for property rights versus an
advance paynent for services, and, alternatively, that Rev.

Proc. 71-21 does not apply because the services are not provided
by the end of the tax year following the tax year in which the
advance paynment was received

The alternative argunment applies, because under the agreenent
exi sting at the end of the tax year in which the advance paynent
was received (the January 1, 1994 contract constituted the terns
of the agreement at Decenber 31, 1994), the sports franchise's
services (assum ng not property rights) are to be provided after
Decenmber 31, 1995 (the end of the year following the tax year in
whi ch the advance pavenent is received).

The examiner's report adjustnments are reflected as foll ows:

1994 1995 1996

| RC section 446 Adjustment $ 3,000,000 ($ 750,000) ($ 750, 000)
Total Adj ust nent $ 3,000,000 ($ 750,000) ($ 750, 000)

The 1994 | RC section 446 adjustnment includes in inconme the
revenue inproperly deferred to future years in the anount of $ 3
mllion. The 1995 and 1996 | RC section 446 adjustnents elininate
the $ 750,000 of incone inproperly deferred from 1994 that was
erroneously reported in each of these years.

Because the exam ner's case was cl osed unagreed, the exani ner
prepared a Form 5346, Examination Information Report, for the
sports franchise's subsequent tax years which were not yet filed
or due to be filed when the exam ner closed his case

EXAM NATI ON TECHNI QUES

[ 79] Docunents and i nformation that shoul d be obtained in determ ni ng whet her
you have one or nore deferred sponsorship revenue issues include:

1. Al agreenents, contracts, and other docunents regardi ng corporate
sponsors, such as official team bank, official teamhealth care
provider, etc., that remain in effect during the tax year under
exam nation. This includes all concession agreenents.

2. A breakdown of current versus deferred revenue (both current and
| ong-term deferred revenue) by contract.

[ 80] The breakdown of current versus deferred revenue should be tied to the
i ncone recogni zed during the current year, as well as the deferred revenue
accounts on the return's bal ance sheet.

[ 81] The sponsorship contracts provide specific information on what the sports
franchise is providing (advertising, gane tickets, etc.), as well as the specific



paynment, |length, renewal, and other contract terns. Additionally, the contracts
sonetimes call for other up-front fees and shoul d defi ne what the fees cover

[82] Since a tax distinction is made for advance paynments for services and
advance paynments for property rights, the nature of the advance paynents in
guestion needs to be determned. In the context of sports franchises, what is
often referred to in contracts as exclusivity rights may, in fact, be property
rights.

[83] The precise nature of the payments as advertising or exclusivity rights
can be determned by reference to the contracts thenselves. Exclusivity rights
contracts expressly provide for the sale of the rights to use teamlogos and nane
on letterhead, etc., to pronote the association with the team In sone instances,
the contracts refer to the transaction as a license. In such a circunstance, the
contracts may not be in exchange for services, but in exchange for the taxpayer's
property interest in the publicity of its enterprise.

[84] Proper application of the |aw for exclusivity rights woul d appear to
require the examner to first deternmine if the advance paynent qualifies for Rev.
Proc. 71-21 deferral (whether it is an advance paynent for services or an advance
payment for property rights) and then, only for advance paynents for services,
determine if the provisions of Rev. Proc. 71-21 are net. However, Dbecause the
determ nation of the nature of the paynent (services versus property

rights) may be less clear and nore time consum ng than determning the timng of
the services, the examiner may want to first determne if the subsequent year rule
is met before addressing the nature of the advance paynents.

[ 85] Because the sponsorship issue involves the timng of income, it
constitutes a change in the sports franchise's nethod of accounting for
sponsorshi p revenue. Accordingly, exam ners need to follow the change in nmethod of
accounting issue procedures in raising sponsorship issues.

[86] The IRC section 481(a) adjustment amount is the deferred i ncone bal ance at
the beginning of the first tax year exam ned. The current year | RC section 446
adjustnents are the yearly changes to the deferred i ncone bal ances for each tax
year beginning with the first year examned. This is illustrated in the issue
exanpl e given earlier in this chapter

CHAPTER 4
BROADCAST REVENUE
| NDUSTRY PRACTI CE

[87] Broadcast revenue is one of the single |argest revenue generators for a
sports franchise. Cenerally, national broadcasting contracts are consunmated at
the | eague level, with each sports franchise receiving a pro rata share.
Additionally, sports franchi ses usually negotiate and enter into | oca
br oadcasti ng agreenments on an individual basis. The incone generated by |oca
broadcasting agreements is usually not shared with the other sports franchises in
t he | eague.

Nat i onal Broadcasting Contracts

[88] The | eagues normally enter into nmultiple year contracts with various
tel evision networks for the sale of broadcasting rights to the games played anong
its sports franchises. The noney received under these contracts is normally
di vi ded equal |y anbng each sports franchise in the | eague.



[89] Payments under the | eague contracts are generally made on a per-season
basis; that is, the networks pay a fixed amount for the broadcasting rights for
each season covered under the contract. The paynents for each season nmay be nade
ininstallnents, often quarterly. Depending on the sports franchise's tax year
peri od, one or nore of the installnments may be received in a tax year immediately
precedi ng the year in which the season takes pl ace.

Local Broadcasting Contracts

[90] Individual sports teams usually enter into broadcasting agreenents wth
both local television and radio stations for the sale of broadcasting rights to
t he ganes played at the home stadium Simlar to the national contracts, the |oca
agreenents are usually for nultiple years. Additionally, the agreenents may
i ncl ude ot her special prograns; for exanple, a coach's show, pre-gane show,
post- game show, etc.

[91] The local agreenents may al so include team sponsorship; for exanple, an
official teamstation. CGenerally, these contracts require a substantial paynent
upon contract execution, as well as periodic paynents (nornmally annual) through
the contract term Again, depending on the tax year period, a sports franchise my
receive a periodic paynent in a tax year preceding the year to which the paynent
rel ates.

AUDI T | SSUE

[92] It is inmportant to determ ne whether the sports franchi se has inproperly
deferred the reporting of broadcast revenue. Mire specifically, whether the sports
franchise is unable to rely on the incone deferral provisions of Rev. Proc. 71-21
because the advance paynent is for property rights, rather than for services
provi ded by the sports franchi se.

TAX LAW

[ 93] Whet her broadcast revenue is received for services or property rights is
addressed in this chapter. The general prepaid inconme tax |aw and Rev. Proc. 71-
21, 1971-2 C. B. 549, are addressed in Chapter 3. The case |aw on the taxation of
fixed and definite prepaid services is addressed in Chapter 5.

Services or Property Right?

[94] In Pittsburgh Athletic Co. v. KQV Broadcasting Co., 24 F. Supp. 490 (WD
Pa. 1938), the court addressed the issue of a baseball teamlis interest in the
broadcasting rights to its games. Enployees of a radio station were standing on a
hill overl ooking the stadium and broadcasting a play-by-play description of the
ganmes. In granting an injunction agai nst the broadcast of the ganes, the court
hel d:

It is perfectly clear that the exclusive right to broadcast

pl ay- by-pl ay descriptions of the honme ganmes played by the
"Pirates’ at their home field rests in the plaintiffs. * * *
That is a property right of the plaintiffs with which defendant
is interfering when it broadcasts the play-by-play description
of the ball ganes. * * * The Pittsburgh Athletic Conpany by
reason of its creation of the game, its control of the park, and
its restriction of the dissem nation of news therefrom has a
property right in such news.

In Unl aender v. Henrickson, 316 F. Supp. 1277 (D. M nn. 1970), the defendants
mar ket ed a basebal | table gane. The gane enpl oyed the nanes, nunbers, and



statistics of the players in major |eague baseball. The players sued to enjoin the
use of their nanes and statistics for profit. The court held:

It is this court's viewthat a celebrity has a legitimate
interest in his public personality. A celebrity nust be
considered to have invested his years of practice and
conpensation in a public personality which eventually may reach
mar ket abl e status. That identity, enbodied in his nane,

i keness, statistics and other personal characteristics, is the
fruit of his labors and is a type of property.

[95] In Zacchini v. Scripps-Howard Broadcasting Co., 433 U.S. 562 (1977), the
Suprenme Court considered the interrel ationship between a performer's right to
publicity of his performance and the First Amendnent. A television station had
aired as a news clip the entire performance of a "human cannonball." The performer
sued for conpensation for the use of his professional property. The Court agreed
that the First Anendnment did not prohibit such a suit and described the
plaintiff's interest as foll ows:

* * * the State's interest in permtting a 'right of publicity’
is in protecting the proprietary interest of the individual in
his act in part to encourage such entertainnment. As we |ater
note, the State's interest is closely anal ogous to the goal s of
pat ent and copyright | aw.

[96] In Board of Regent of the University of Cklahoma v. National Collegiate
Athletic Association, Cvil No. 81-1209 (WD. Ckl. 1982), the court considered
television contracts entered into by the NCAA for the broadcast of its menber
school s' football ganes. The plaintiffs, the Board of Regents of the University of
Okl ahoma and the University of Georgia Athletic Association, clained that the
contracts violated the Sherman Act, 15 U.S.C. sections 1 and 2. In holding the
contracts violated antitrust |aws, the court held:

The right to telecast college football ganes is the PROPERTY of
the institutions participating in the games, and that R GHT may
be sold or assigned by those institutions to any entity at their
di scretion.

TAX LAW APPL| CATI ON

[97] Regardl ess of whether the paynments received by a sports franchise are from
a national broadcasting contract or froma | ocal broadcasting contract, the tax
treatment is the sane. In the case of a sports franchise, the right to receive the
advance broadcast incone is fixed for the tax year in which the amunts are
received.

[98] Based on the court cases cited above, the paynents received under
tel evision and radi o broadcasting contracts are made not in exchange for services
but in exchange for property rights (the sports franchise's proprietary rights in
the publicity of its enterprise). The networks, local television stations, and
| ocal radio stations are not paying for services but rather for the right to
exploit the sports franchise's property right. Accordingly, the Rev. Proc. 71-21
provisions that allow the deferral of income fromservices do not apply to the
br oadcast revenue of a sports franchise.

EXAMPLE
Sports franchise ABC receives a pro rata share of the | eague's

nati onal television broadcasting revenue. The contract entered
into by the sports | eague and the national television



broadcaster for the 1994 through 1997 seasons was entered into
on April 15, 1993. The national broadcasting contract provides

for quarterly paynents of the annual anount, payable the first

day of each quarter. The first payment was to be paid Cctober 1
1993, with the last paynment due July 1, 1997.

The sports franchise received $ 7.5 mllion on Cctober 1, 1993
applicable to the 1994 season. The sports franchise did not
include the $ 7.5 mllion in gross incone on its 1993 tax return
Instead, the $ 7.5 nmillion was reflected in the bal ance sheet as

a current liability. A supporting statenment characterized it as
deferred revenue.

The sports franchise received $ 7.5 nillion on January 1, 1994,
April 1, 1994, and July 1, 1994, applicable to the 1994 season
Additionally, ABC received $ 10 nmillion on Cctober 1, 1994,
applicable to the 1995 season. On its 1994 tax return, ABC
reported $ 30 mllion of broadcast revenue (the four $ 7.5 mllion
paynments received on Cctober 1, 1993, January 1, 1994, April 1,
1994, and July 1, 1994). The $ 10 nillion received on Cctober 1
1994 was treated as deferred revenue.

The sports franchise received $ 10 nmillion on January 1, 1995,
April 1, 1995, and July 1, 1995, applicable to the 1995 season
Additionally, ABC received $ 12 million on Cctober 1, 1995,
applicable to the 1996 season. On its 1995 tax return, ABC
reported $ 40 mllion of broadcast revenue (the four $ 10 mllion
payments received on Cctober 1, 1994, January 1, 1995, April 1,
1995, and July 1, 1995). The $ 12 million received on Cctober 1
1995, was treated as deferred revenue.

In summary, the sports franchise's tax return deferred broadcast
revenue bal ances attributable to the | eague's nationa
tel evi sion broadcast contract as foll ows:

Decenber 31, 1993 $ 7.5 mllion
Decenber 31, 1994 $ 10 mllion
Decenber 31, $ 12 mllion

During an exam nation of the sports franchise's 1994 cal endar
year tax return, the exam ner determ ned sports franchise ABC
was not entitled to defer the reporting of its broadcast revenue
under Rev. Proc. 71-21. The examiner's report adjustnents are as
fol | ows:

1994 1995
| RC section 481(a) Adjustnent $ 7,500, 000 --
| RC section 446 Adj ust nment $ 2,500, 000 $ 2,000, 000
Tot al Adj ust nent $ 10,000,000 $ 2,000,000

The I RC section 481(a) adjustment is the deferred revenue

bal ance at the begi nning of the year of change (1994) of $ 7.5
mllion. The 1994 | RC section 446 adjustnment is the $ 2.5 mllion
increase in the deferred liability account balance from$ 7.5
mllion at the beginning of 1994 to $ 10 nillion at the end of
1994. The 1995 I RC section 446 adjustment is the $ 2 mllion
increase in the deferred liability balance from$ 10 mllion at
the beginning of 1995 to $ 12 mllion at the end of 1995.



Because the broadcast revenue issue is a change in nethod of
accounting, the exam ner also picked up the sports franchise's
1996 tax return to nmake the I RC section 446 adjustnent. Since
the exam ner's case was cl osed unagreed, the exam ner prepared a
Form 5346, Exami nation Information Report, for the sports
franchi se's subsequent tax years which were not yet filed or due
to be filed when the exam ner closed the case.

EXAM NATI ON TECHNI QUES

[99] Docurnents and i nformation that shoul d be obtained in determ ning whet her
you have one or nore deferred broadcast revenue issues include:

1. Al agreenents, contracts, and other docunents w th national and
| ocal television and radi o broadcasting regarding rights to
broadcast the sports franchi se's ganes (including speci al
programm ng) that remain in effect for the tax year under
exam nati on.

2. Workpapers and schedul es reflecting the amobunt of revenue
recogni zed and the anmobunt of deferred revenue at year end for each
separ at e broadcast contract in which advance paynents were
recei ved.

[ 100] The precise nature of the broadcast payments can be determ ned by
anal yzing the contracts. Usually, the contracts do not provide for the performance
of any particul ar service. Instead, the contracts expressly provide for the sale
of the rights to broadcast ganmes. Generally, under the broadcasting contract terns
and conditions, the broadcasting contracts are not service contracts within the
meani ng of Rev. Proc. 71-21.

[101] The primary argunent is that Rev. Proc. 71-21 does not apply, because the
advance paynments are for property rights, not services. Then, if applicable, an
alternative argunment that if it is in fact an advance payment for services, then
Rev. Proc. 71-21 does not apply because the services are not provided by the end
of the subsequent tax year.

[ 102] Because the broadcast revenue issue involves the timng of the sports
franchise's reporting of broadcast income, it constitutes a change in the sports
franchi se's method of accounting for sponsorship revenue. Accordingly, exam ners
need to follow the change in nmethod of accounting issue procedures in raising this
i ssue.

[103] The I RC section 481(a) adjustnment anount is the deferred inconme bal ance
at the beginning of the first tax year exam ned. The current year |IRC section 446
adjustnents are the yearly changes to the deferred i ncone bal ances for each tax
year beginning with the first year examned. This is illustrated in the exanple
given in this chapter

CHAPTER 5

SEASON Tl CKET REVENUE

| NDUSTRY PRACTI CE

Cat egories of Seating



[ 104] A mmjor revenue source for a sports franchise is its ticket receipts.
There are normally three categories of seats: regular or general adm ssion seats,
club seats, and luxury or skybox suites.

[ 105] A regul ar seat ticket entitles a sports fan admttance to the stadium for
a specific game or a specific season of ganes. Cenerally, this category of seat
contai ns no added benefits and the cost of the ticket is normally determ ned by
seat | ocation.

[ 106] Regul ar seat tickets can be sold on a game-by-gane basis, although the
majority are sold on a season ticket basis. Regular season seat tickets can be
sold for a single season or for multiple seasons. For the sports franchise, the
sal e of season tickets ensures a stream of incone for a specified tinme frane, as
well as fan turn- out which can inpact ancillary incone; for exanple, parking
revenue, concession revenue, etc.

[107] Normally, club seat tickets cost nore than regular seat tickets, and in
some cases as nmuch as double. This additional cost is primarily due to the club
seat location in the stadium offering patrons a better view of the action
however, the increased cost is also due to the added benefits usually afforded
t hese patrons.

[108] Cub seat tickets entitle the ticket holders to admttance to the gamne,
usual Iy through a separate entrance fromthe general public; noreover, usually
t hese sports fans al so have access to a club facility at which they may purchase
concessions in climate controll ed surroundi ngs before, during, or after the gane.
Additionally, the club area may include a | ounge area in which the sports fans may
soci ali ze before, during, or after the gane. Closed circuit television coverage
all owi ng the patrons continued coverage of the field action while away fromtheir
seats is not unconmmon in these facilities. Club seat ticket holders are often
offered the right to acquire parking privileges close to the stadi um

[109] In the skybox category, the patron, normally a corporation, purchases a
box of seats rather than a single seat. The nunber of seats in each box can vary
within a particular stadium depending on the stadi um desi gn and confi gurati on.
Simlarly, the nunber of skyboxes varies fromstadiumto stadi um

[110] Skyboxes are the nobst expensive category of seats. This is not only due
to the nunber of seats acquired, but also due to the facility and benefits
provi ded as part of the skybox package.

[111] Usually, skyboxes are el aborate facilities, containing climte control,
confort seating, closed circuit television equipnent, as well as kitchen and bar
facilities. It is not uncomon for skybox patrons to also receive a preferred
parking | ocation either adjacent to the stadiumor in close proximty.

[112] A ub seat tickets and skyboxes are normally sold on a nultiple season
basis. This ensures the sports franchise a steady i ncone streamfor a specific
nunber of years.

Accounting for Season Tickets

[113] Accounting for revenue fromthe sale of regular SINGLE SEASON ti cket
sales is straight forward. For both generally accepted accounting principles
(GAAP) purposes and for tax purposes, the revenue is recorded as the ganes are
pl ayed. This is true even if the playing season begins in one tax year and ends in
t he next tax year.

[114] Usually, the sale of MITIPLE YEAR season tickets requires a conmm tnent
fromthe sports fan to purchase season tickets for a specified nunber of years.



Regardl ess of the seat category, the sports franchise normally issues ternms and
conditions, outlining the rights and obligations of both the ticket holder and the
sports franchise. The terns and conditions usually specify the nunmber of years for
which the sports fan is obligated to purchase tickets, the cost of tickets per
season (including any potential price increases), consequences to the ticket

hol der in the event of default, and other niscellaneous provisions.

[115] Multiple year season ticket sales, regardless of seat category, often
require a security deposit. The terns and conditions usually contain provisions
regarding the security deposit, including cancellation, application, and refund
provi si ons.

AUDI T | SSUES

1. Whether the reporting of advance payments on nultiple season
ticket sales can be deferred, or instead can be included in gross
income in the tax year received; and

2. Whether amounts treated by the sports franchi se as non-taxabl e
security deposits are, instead, taxable advance paynents.

TAX LAW
Fi xed & Definite Services

[116] Cenerally, paynents received in advance are inconme to both accrual and
cash basis taxpayers in the year of receipt, provided there is no restriction on
the use of such paynments. This inconme recognition rule holds true even though the
advance paynents are returnabl e upon the happening of sonme specified event. For
accrual basis taxpayers, deferral of prepaynents for future services is permtted,
provi ded the services do not extend after the tax year following the year of
recei pt. Chapter 3 addresses the general year of inconme inclusion rules and Rev.
Proc. 71-21, 1971-2 C. B. 549.

[117] While the general rule for tax purposes is that payments received for
services to be perforned in the future nust be included in gross income in the
t axabl e year of receipt, several courts have allowed deferral of prepaid incone
when the contract obligations to performthe services are fixed and deterni nable
Artnell Co. v. Comm ssioner, 400 F.2d 981 (7th Cr. 1968), Boise Cascade Corp. V.
United States, 530 F.2d 1367 (. O . 1976), cert. denied, 429 U S. 867 (1976).

[118] In Artnell the court allowed the deferral of prepaid SI NGLE SEASON
basebal | tickets because unlike American Autonobile Association v. United States,
367 U.S. 687 (1961), and Schlude v. Comm ssioner, 572 U S. 128 (1963), the tine
and extent of future services was certain (except for rained out ganes, the
basebal | ganmes were pl ayed on a fixed schedule). The court in Boise Cascade Corp
al so allowed the deferral of prepaid engineering services until the year the
services were performed because performance was required on fixed dates or as
expedi tiously as possible. These courts reasoned "there were situati ons when
deferral so clearly reflected income that it nmust be permtted.”

[119] In the action on decision on Boise Cascade Corp., dated February 19,
1986, the Service stated:

W believe that the reasoning of the Court of Clains is
incorrect. The so-called 'fixed and definite or 'certainty of
performance' test, which suggests that income deferral m ght be
possible if certain standards are net for the matching of
deferred income with future services and expenses, (see Artnell
v. Conmi ssioner, 400 F.2d 981 (7th Gr. 1968)) is prem sed on a



m sinterpretation of the Suprene Court's holdings in Schlude and
A.A A In those cases, the Suprene Court cited as an 'additional
ground' (Schlude, at 135) for disallow ng income deferral the
fact that the advance paynents related to services which were to
be performed without relation to fixed dates in the future. From
this holding, it is argued that the Suprene Court 'left an
opening’ (Artnell at 984) allowing for deferral if the extent
and time of future performance are 'certain'. However, there is
no inplication that the Suprenme Court, in disallow ng deferra

of income in Schlude, A A A and M chigan, intended expressly or
inpliedly to state a positive rule allowing for incone deferral
To the contrary, advance paynments for services to be rendered in
future years and received without restriction as to use, are
incone in the year received by an accrual basis taxpayer. RCA
Corp. v. United States, 664 F.2d 881 (2d Cir. 1981); Sinplified
Tax Records, Inc. v. Comm ssioner, 41 T.C. 75 (1963); Popul ar

Li brary, Inc. v. Comm ssioner, 39 T.C. 1092 (1963).

Mor eover, the fixed-and-definite theory, which argues by
inplication fromthe 'additional ground in Schlude and A A A,
over| ooks the primary ground upon which the Suprene Court relied
in refusing income deferral: the 'long-standing' (Schlude at
134) principle that 'accounting systens deferring prepaid incone
could be rejected by the Commissioner' (ld.) pursuant to the
broad di scretion given himby I.R C section 446. Wth certain
limted exceptions, Service position is that all the events that
fix the right to receive incone occur when (1) the required
performance takes place, (2) paynent is due, or (3) paynent is
made, whi chever happens first. See: Rev. Rul. 80-308, 1980-2
C. B. 162; Rev. Rul. 79-292, 1979-2 C.B. 287; Rev. Rul. 79-195
1979-1 C.B. 177.

[120] The Service disagreed with both the Artnell and Boi se Cascade deci sions,
and in response to the Artnell decision published Rev. Proc. 71-21. 1In the Action
on Decision on Artnell, dated July 27, 1971, Chief Counsel stated "the Service
will not follow Artnell to the extent the rules for deferral could be deened to be
broader than those contained in Rev. Proc. 71-21."

Advance Payment Versus Deposit

[121] A distinction between a deposit in the nature of a | oan and an advance
payment turns on the nature of the rights and obligations that are assuned when
the deposit is made. The | eading case addressing the taxability of custoner
deposits is the Suprene Court's opinion in Conm ssioner v. |Indianapolis Power &
Light Co., 493 U S. 203 (1990). In this case, the Suprene Court applied what has
become known as the "conplete domnion test" to determ ne whether custoner
deposits should be included in taxable i ncome when received.

[122] In Indianapolis Power & Light, custonmers with poor credit (about 5
percent of all custoners) had to make deposits to a utility to ensure pronpt
paynment of future electric bills. The deposits were collected pursuant to terns
established by a public utilities regulatory authority. The deposits would accrue
interest if held for nmore than 12 nonths. The utility would refund the deposits
upon term nation of service or earlier if the customer denonstrated acceptable
credit (by making tinmely paynments for a certain period). The customer could
receive a cash refund or could elect to apply the deposit as paynment of his
electric bill. The utility did not segregate the deposits, and the deposits were
subject to its use and control.



[123] One of the major factors considered by the Suprenme Court was the fact
that the customers in this case could cancel at any tine. The Court stated:

Here in contrast, a customer submitting a deposit made no
conmmitnment to purchase a specified quantity of electricity, or

i ndeed to purchase any electricity at all. [Footnote 6] IPL'Ss
right to keep the noney depends upon the customer's purchase of
electricity, and upon his later decision to have the deposit
applied to future bills, not nerely upon the utility's adherence
to its contractual duties.

The Supreme Court stated in Footnote 6:

A custoner, for example, might ternminate service the day after
maki ng the deposit. Also, IPL's dom nion over a deposit remains
i nconpl ete even after the custoner begins buying electricity. As
has been noted, the deposit typically is set at tw ce the
customer's estimated nmonthly bill. So | ong as the custoner pays
his bills in a tinmely fashion, the noney he owes the utility
(for electricity used but not yet paid for) alnost always wll
be less than the amount of the deposit. If this were not the
case, the deposit would provide inadequate protection. Thus,
through the period the deposit is held, at least a portion is
likely to be money that IPL has no real assurance of ever
r et ai ni ng.

[124] The Suprene Court held that control over the deposits, unrestricted use
of the funds, and nonpaynent of interest were not controlling factors in
det erm ni ng whet her a taxpayer exercised conpl ete dom ni on over deposits received
or is obligated to repay the deposits. THE CONTROLLI NG FACTOR WAS THAT, AT THE
TI ME DEPCSI TS WERE MADE, THE UTILITY HAD NO GUARANTEE THAT | T WOULD BE ALLOANED TO
RETAIN THEM The utility acquired the deposits subject to an express obligation to
repay at sonme future date (at the time of term nation of service or earlier, if
t he custoner established good credit).

The Supreme Court noted:

The i ndi vi dual who makes an advance payment retains no right to
insist upon the return of the funds. On the other hand, a
customer submtting a deposit retains the right to insist upon
repaynent in cash, even though he may choose to apply the
deposit to purchase goods. * * *

An advance paynent, |ike the deposits at issue here, concededly
protects the seller against the risk that it would be able to
collect noney owed it after it has furni shed goods or services.
But an advance paynent does much nore; it protects against the
risk that the purchaser will back out of the deal before the
seller perforns. *** Here, in contrast, a custoner submtting a
deposit made no conmmitnent.

In section 3.03 of Rev. Proc. 91-31, 1991-1 C B. 566, the Service
st at ed:

Change in treatnent of deposits. If a utility company

consi stently includes custonmer deposits in gross incone in the
year of receipt and those deposits are not taxed upon receipt
under the decision in Indianapolis Power, a change in the
treatment of those deposits is a change in nethod of accounting.



TAX LAW APPL| CATI ON

[ 125] Except perhaps for multiple season ticket contracts covering just two
regul ar seasons, nost nultiple season contracts will not neet the requirenent
under Rev. Proc. 71-21 that the services be provided by the end of the tax year
follow ng the year of receipt. This Rev. Proc. 71-21 requirenent is addressed in
Chapter 3.

[126] There are significant differences between Indianapolis Power & Light and
a professional sports franchise. First, the deposits in Indianapolis Power & Light
were typically set at twice the estimated nonthly bill. Advance paynments/deposits
required by sports franchises normally are exactly equal to the cost of one year's
season ticket.

[127] Second, the customers in Indianapolis Power & Light were not obligated to
purchase any electricity and could term nate the service at any time, requiring an
i medi ate refund (either in cash or in credit). Miltiple year season ticket
hol ders, on the other hand, are usually obligated to purchase tickets for a
speci fied nunber of years, which may range from3 to 10 years, depending on the
sports franchise and the seat category.

[128] The custoners in Indianapolis Power & Light were assured of a conplete
refund upon term nation. Thus, the custoners controlled both the timng and the
met hod of their refunds. In contrast, multiple year season ticket contracts often
do not contain a cancellation provision whereby the ticket holder will receive an
UNCONDI TI ONAL refund. Sports franchise multiple year season ticket contracts that
do provide for "early" refunds often contain restrictions on the timng of the
refund or the anpunt of the refund. For exanple, the contract may specify a refund
will only be made if the ticket is resold and that the refund wll be reduced by a
reselling charge or cancellation charge.

[129] As a regulated utility, the taxpayer in Indianapolis Power & Light was
required by the State to treat the amounts in question as deposits. Additionally,
uncl ai med deposits were required to be transferred to the State. Wile sports
franchi ses are nenbers of their respective | eagues, they are not regulated
entities. Thus, there are no industry regul ati ons governing the accounting of a
sports franchi se's season ticket advance paynents/deposits. Mreover, any
uncl ai med advance paymnents/deposits remain with the sports franchise.

[130] Another factor is the rights the sports franchi se possesses with respect
to the advance paynents/deposits and the season ticket contracts. In a nunber of
sports franchi se cases, the sports franchise pl edged the advance paynents/deposits
and season ticket contracts as security for third party financing. As stated
earlier, control over the deposits and unrestricted use of funds are not the
controlling factors in determ ning whether a taxpayer has conplete dom ni on over
the deposits and is obligated to repay deposits.

[ 131] Substance versus formis controlling for tax purposes. The Supreme Court
noted in Indianapolis Power & Light:

When t he Conm ssioner exam nes privately structured
transactions, the true understanding of the parties, of course,
may not be apparent. It may be that a transfer of funds, though
nomnally a | oan, may conceal an unstated agreenent that the
money is to be applied to the purchase of goods or servi ces.

[132] Cenerally, a sports franchi se advance paynent/deposit issue is not going
to be a black and white issue. Each sports franchise's potential advance
payment / deposit issue nmust be eval uated based on the sports franchise's uni que
facts and circunstances.



EXAM NATI ON TECHNI QUES

[ 133] Docunents and information that should be obtained in devel oping a sports
franchi se advance paynent/deposit issue include:

1. The season ticket application packages. This may consist of the
actual application submtted by a prospective season ticket
hol der, along with any attachnents such as seating sel ections,
payment options, etc. If different applications are used for
different categories of seats, each type should be secured. The
appl i cations should provide basic informati on such as application
fee required, cost of ticket (per season), |location of seating,
etc.

2. Sampl e copy of season ticket agreenents (original, as well as any
| ater anmendments, or ternms in any form for each category of seat,
i ncluding club seats. In sonme cases, the ternms and conditions are
significantly different for regular season tickets, club seats,
and skyboxes.

3. A breakdown of the total nunber of seats in each seat category. A
listing of season ticket holders, including nanme, purchase date of
ticket, total purchase price, date and anount of the advance
paynent / deposit, subsequent payments (if any), and remaining
amount due.

4. The paynment plan agreenent for each category of seat, which
outlines the various paynment options available to the season
ticket holders. Sonetimes sports franchises will offer the ticket
hol der the option to pay annually or pay nonthly. The various
payment plan agreenents will specify the amount of each periodic
paynment, how many paynents are due, when the payments are due,
etc.

5. Sample cover letter to ticket holders transmtting coupon books
for those who opted to pay by nmonthly check, and if available, a
sanpl e coupon book. Simlarly, a sanple confirmation letter or
signature authorization, if any, sent to those who opted for an
automatic nonthly withdrawal to pay for their tickets.

6. A copy of the sports franchise's policy regarding |iquidating
damages, cancellation fees, resale fees, etc., when the multiple
year season ticket agreenents were entered into. If the sports
franchise has a witten policy, retain a copy for the case file
wor kpapers. If the agreenments or policies have changed over tine,
secure a copy of all agreenment and policy changes through the date
the examination is closed. Sone policy changes may apply
retroactively.

7. Listing of ticket holders who requested refunds of their deposits.
The list should reflect the date the refund was requested, the
date the refund was made, as well as the anount of the refund.

8. Sanpl e packages of cancellation requests for each seat category.
This woul d include the request fromthe ticket hol der, the
response fromthe team any default letters sent, etc.

9. Sample renewal letters sent to ticket hol ders whose contracts were
due to expire. Examiners need to anal yze these letters to



determ ne the disposition of any advance paynent/deposit which may
have been paid up front by the ticket hol der

10. Medi a packages for the marketing of skyboxes. These often have
separ ate marketing canpai gns which are targeted to the | arger
| ocal busi nesses.

[134] The contracts utilized for multiple season tickets, regardl ess of seat
category, should be carefully analyzed. Additionally, it may be hel pful to use a
| ook-back approach. Securing refund packages nmay give sonme insight as to any
unst at ed agreenents. These packages may consist of refund requests fromthe ticket
hol der and response letters fromthe sports franchise, as well as the final letter
transmtting or denying the refund.

[ 135] Depending on the length of time the sports franchi se has been in
exi stence, it may be helpful to trace the disposition of advance paynments/deposits
for those ticket holders who do not renew their seats. The invoice and
correspondence sent for the final season should be inspected to ascertain if the
sports franchi se automatically applies the advance paynent/deposit against the
final season's ticket price.

[136] I n devel oping a potential advance payment versus deposit issue, the
exam ner needs to | ook beyond the formof the sports franchise's privately
structured contracts and agreenents, and to focus on the substance of the rights
and obligations of parties under the season ticket agreenents. This includes
consi derati on of unstated agreements and understandi ngs anong the parti es.

Subst ance versus formis controlling for tax purposes.

[ 137] Because the nmultiple year season ticket revenue issues addressed in this
chapter involve the timng of the sports franchise's reporting of season ticket
revenue, they constitute a change in the sports franchise's method of accounting
for multiple year season contract revenue. Accordingly, exam ners need to follow
t he change in nethod of accounting issue procedures in raising season ticket
revenue i ssues.

POTENTI AL EMERG NG | SSUE

[ 138] Some districts have raised the question of whether advance paynents on
season contracts are advance paynments for property rights versus advance paynents
for services. Rev. Proc. 71-21 only applies to advance paynents for services.
Chapter 4 addresses the case lawin this area and a simlar issue for broadcasting
rights. Chapter 3 addresses a simlar issue for sponsorship agreenents that convey
exclusivity rights to the sponsor. This issue is currently under review by the
Sports Franchi se | SP Team and shoul d be discussed with the ISP before proposing an
adjustnent to the taxpayer.

CHAPTER 6
RELOCATI ON | NCENTI VES
| NDUSTRY PRACTI CE

[139] The nunber of nmjor |eague sports franchises has increased over the | ast
several years. For exanple, in 1991 there were 102 professional teans in the
Nat i onal Football League (NFL), National Basketball Association (NBA), Nationa
Hockey League (NHL), and Maj or League Baseball (MB). In 1995 there were a tota
of 111 teams in these four major sports |eagues. In addition, there has been a
significant nunber of sports franchise teans relocating fromone city to another



[140] Cities and states may offer significant incentives to lure a sports
franchise's teamto a certain area, whether through expansion or through
rel ocation. One incentive offered may be in the form of |ease inducenents for the
use of a municipal stadiumor arena. As with other conmercial real estate |eases,
i nducenents to sports franchises may be in the formof cash advances, |oans, and
free or substantially reduced rental rates. City and state relocation incentives
structured in the formof a cash advance or |oan transaction may be income to the
sports franchi se.

AUDI T | SSUE

[141] It is necessary to determ ne whether sports franchise rel ocation
i ncentives structured in the formof a cash advance or a loan are inconme to the
sports franchise in the tax year received

TAX LAW

[142] Under I RC section 61, gross incone includes all income from whatever
source derived. Gross incone includes "accessions to wealth, clearly realized and
over which the taxpayer has conpl ete dom nion." Comn ssioner v. denshaw d ass
Co., 348 U.S. 426 (1955).

[143] Cenerally, |loan proceeds do not constitute incone to the borrower because
the benefit is offset by the obligation to repay. United States v. Rochelle, 384
F.2d 748 (5th Gr. 1967); Arlen v. Commissioner, 48 T.C. 640 (1967); Vaughan v.
Commi ssi oner, 67 CCH Tax . Mem 1936 (1994). Whether a specific transaction
actually constitutes a | oan, however, nust be determned based on all the facts
and circunstances. Fisher v. Comm ssioner, 54 T.C. 905 (1970).

[144] In MIenbach v. Comm ssioner, 106 T.C. 184 (1996), the Tax Court held
t hat rmunici pal funds received by a football sports franchise, repayable only from
specific sources of revenue, were not |oans and had to be included in gross
i ncome, because the obligation to repay the funds was not unconditi onal

[ 145] The Tax Court in MIlenbach found that the Raiders sports franchise
announced in 1980 that it was nmoving from Gakland to Los Angel es. Under the terns
of the agreenment with the Los Angel es Menorial Coliseum Comm ssion (LAMCC), the
LAMCC | oaned the sports franchise $ 6.7 mllion under a promi ssory note to be
repaid with 12 percent of the net receipts fromoperations of suites, or skyboxes,
to be constructed by the sports franchise at the Los Angeles Coliseum The
agreement further provided that construction of the suites would begin as soon as
practical as determ ned by the sports franchise.

[146] The sports franchise was to begin repaynent of the loan 3 years after the
conpl etion of construction of the suites. The | oan was non-recourse against the
sports franchise, secured solely by the inprovements to be made. The $ 6.7 mllion
| oan was funded with a $ 4 mllion advance in 1984, and by credits against rent
due fromthe sports franchise during the years 1982 through 1986 in the total
anmount of $ 2.7 mllion.

[147] The construction of the suites began in early 1987, but was halted
shortly thereafter. Construction was stopped due to a dispute between the sports
franchise and the LAMCC to performcertain inprovenents to the Los Angel es
Col i seum The sports franchi se made no paynents on the LAMCC | oan and di d not
conpl ete construction of the suites.

[148] The sports franchise relied on Comm ssioner v. Indianapolis Power & Light
Co., 493 U.S. 203 (1990), to support its argunment that the $ 6.7 mllion
represented a valid debt not includible in its taxable incone.



[149] The Tax Court in M| enbach determ ned "The Supreme Court's reasoning does
not support petitioner's position. * * * The Raiders, unlike the power conpany,
were not subject to an express obligation to repay within the lender's control."
The Tax Court concl uded:

The Rai ders had the discretion to determne if and when the
suites would be constructed, * * * Although both docunents
limted the Raiders discretion by a standard of reasonabl eness,
the agreenments gave the Raiders great latitude in the timng of
construction. * * *

Repaynment of the $ 6.7 nmillion was to commence 3 years after the
construction of the suites, and repaynent was to be solely from
the net revenues fromsuite operations. If the Raiders did not
construct the suites, which was the case, there would be no
suite revenues to use for repaynment. No default or alternative
payment provision was included in the 1982 MOA [ nenor andum of
under st andi ng], the 1984 | ease, or the promi ssory note. The
nonr ecourse prom ssory note was secured only by the

i nprovenents, i.e., the suites. Wen the Raiders did not
construct the suites, the LAMCC was w thout a source for
repaynent.

[150] The Tax Court determ ned an unconditional, enforceable debt did not
exi st for tax purposes due to the contingent nature of the sports franchise's
obligation. The court sustained the governnment's determ nation that the sports
franchi se had inconme in the years 1982 through 1986 equal to the anount of renta
credits, and in 1984 the sports franchise had incone fromthe additional $ 4
mllion cash advance.

TAX LAW APPLI CATI ON

[ 151] Rel ocation incentives which appear to be structured in the formof a cash
advance or |oan transaction may be inconme to the sports franchise. In the case of
a cash advance or loan, the tax treatment will depend largely upon the terns under
whi ch the noney is advanced. If the terns of the cash advance or |oan do not
establish an unconditional obligation to repay, the cash advance or |oan may
constitute taxable income to the sports franchise in the tax year received

EXAM NATI ON TECHNI QUES

[ 152] Exami ners shoul d consider the transactions that the sports franchise my
have with state or |ocal government. Contracts, agreenents, and related docunents
shoul d be carefully inspected for relocation incentives that constitute incone to
the sports franchi se. The substance of relocation provisions should be considered
to determine if they conformw th the formof anounts characterized as cash
advances or | oans.

CHAPTER 7

STRI KE FUND PAYMENTS

| NDUSTRY PRACTI CE

[153] A sports | eague owners' association may maintain a strike fund to | oan
funds to the | eague's sports franchi ses, as needed, during player strikes. At
| east one mmjor sports | eague (National Football League) is known to have a strike

fund. This chapter addresses the taxation of strike fund paynments nade by a sports
franchise to the sports | eague owners' associ ati on.



[154] A sports | eague owners' association may establish a strike fund to
provide a source of funds during player strikes. Typically, the strike fund is
funded by pro rata assessnments to the sports franchises in the | eague. The
| eague's rules and the strike fund provisions usually determ ne the circunstances
and categories of expenditures for which disbursenents may be made fromthe strike
fund. These provisions, however, are likely to be subject to suspension or
nodi fication by a vote of a specified nunber of |eague owners.

AUDI T | SSUE

[ 155] The issue to be determined is whether strike fund paynments made by a
sports franchise to the | eague association are deductible in the tax year in which
they are paid or incurred, or whether they are instead nondeductible capita
expendi t ures.

TAX LAW

[ 156] Under I RC section 162, ordinary and necessary expenses incurred in
carrying on a trade or business are deductible in the tax year paid or incurred.
| RC section 263(a) provides for the capitalization of capital expenditures. Treas.
Reg. section 1.263(a)-2(a) requires the capitalization of costs having a usefu
life, extending beyond the close of the tax year in which the expenditure is paid
or incurred. An expenditure that is otherwi se an ordinary and necessary expense
under |IRC section 162 nust be capitalized if it constitutes a capital expenditure
under | RC section 263.

[157] The determ nati on nmust be made of whether an expenditure is currently

deductible or a capital expenditure is fact specific, and no one factor can

control this determnation. National Starch & Chemi cal Corp. v. Conmm ssioner, 918
F.2d 426 (3d Cir. 1990). There is no readily available fornula for determning in
every context whether a particular expenditure is currently deductible or a
capital expenditure. In Wlch v. Helvering, 290 U S. 111 (1933), the Suprene Court
observed, "the decisive distinctions are those of degree and not of kind." Courts,
however, have enployed a variety of standards in nmaking this determn nation

[158] Capital expenditures are expenditures that result in a benefit to the
t axpayer which could be expected to produce returns for many years in the future.
E.l. du Pont de Nemours & Co. v. United States, 432 F.2d 1052 (3d Cr. 1970).
Capital expenditures are expenditures with the purpose of betternment for the
indefinite future or, for a tinme, sonewhat |onger than the current taxable year
in contrast to being devoted to the inconme production or other needs of the nore
i medi ate present. General Bancshares Corp. v. Comm ssioner, 326 F.2d 712 (8th
Cr. 1964), cert. denied, 379 U S. 832 (1964). See al so, Conm ssioner v. I|daho
Power Co., 418 U. S. 1 (1974), Indopco Inc. v. Conm ssioner, 503 U S. 79 (1992),
and National Starch & Chem cal.

[159] Notwithstanding the fact that there is no bright line test for
determining, in all cases, whether an expenditure is currently deductible or a
capital expenditure, the expenditures that create or enhance a capital asset are
generally required to be capitalized. See Comm ssioner v. |daho Power Co., 418
US 1 (1974), and the cases cited therein.

[160] In Comm ssioner v. Lincoln Savings & Loan Ass'n, 403 U. S. 345 (1971), the
savi ngs and | oan association was required to pay premuns to a secondary reserve
mai nt ai ned by the Federal Savings and Loan Insurance Corporation (FSLIC). Each
i nsured association had a pro rata shared interest in the secondary reserve. Each
associ ation received an annual credit fromthe FSLIC for the earnings on its share
of the secondary reserve. An association's share in the reserve was transferable
for FSLIC approved situations of merger, consolidation, transfer of bulk assets,



and simlar transactions. An insured association could obtain a cash refund of its
pro rata share if its status as an insured was term nated.

[161] Based on these factors, the Suprene Court found that each insured
associ ation had a distinct and separate property interest in the secondary
reserve, even though there was a possibility that the secondary reserve m ght be
consumed by FSLIC s | osses and never refunded to the association. The Suprene
Court concluded the association's prem um paynents to the secondary reserve
constituted capital expenditures.

[162] In contrast, in Rev. Rul. 82-15, 1982-1 C B. 29, the taxpayer was
required to pay its trade association increased dues earmarked for a loan fund to
be used by any nenber of the association which was experiencing a strike and
needed a loan to continue in business, and to continue to participate in
coll ective bargaining with the labor union. There was no rel ati onshi p between
eligibility for, or the size of the |loans and the dues paynment uniformy required
of menbers. The | oans would be nmade only to the trade association's nenbers during
strikes, and then only under circunstances establishing that a nenber would not be
able to continue in business and to bargain in good faith w thout a | oan. Loan
applications would be evaluated by using criteria simlar to those used by | ending
institutions. Default on repaynent would result in the initiation of collection
procedures and suspension of the borrower's nmenbership in the association. If the
fund was term nated, any remai ning anounts would be wused to further the trade
associ ation's exenpt purposes.

[163] The ruling held the increased dues did not result in the acquisition by
t he taxpayer of a permanent interest in property. The taxpayer's additiona
payments entitled the taxpayer only to the benefits of continued nenbership in the
associ ation, which included the use of the |oan fund. Accordingly, the Service
concl uded the increased dues were current period expenses, not capita
expendi t ures.

TAX LAW APPLI CATI ON

[164] If a sports franchise is determ ned to have a separate and distinct
property interest in a sports |eague's strike fund, then the strike fund paynments
may constitute a capital expenditure in the tax year paid or incurred; however, as
addr essed above, consideration of whether strike fund payments are currently
deducti ble or capital expenditures is not limted to whether the sports franchise
may have sonme continuing property interest in the strike fund. Al relevant facts
and circunstances need to be devel oped and considered. In addition, whether a
sports franchi se has separate and distinct property interest in the strike fund is
a factual and | egal question requiring detail ed anal ysis.

[ 165] Rel evant facts and circunstances in determ ning whether a sports
franchi se has a separate and distinct property interest in a |league's strike fund
i nclude, but are not limted, to the foll owi ng questions:

1. Are strike fund paynments required paynents of each sports
franchise in the | eague or optional ?

2. If strike fund paynments are required, howis each franchise's
requi red paynent determned (pro rata, team player salaries,
team revenue, etc.)?

3. If strike fund paynents are required, what are the provisions
for delinquent paynents?

4. Does the | eague keep track of each individual sports
franchi se's accunul ated paynments to the strike fund?



5. For recordkeepi ng purposes, are earnings on strike funds
all ocated to the individual sports franchises based on their
respective accunul ated paynents to the strike fund?

6. Does the | eague periodically provide an accounting to the
| eague nenbers of each nenber's accunul ated strike fund
paynments and ear ni ngs?

7. Does the sports franchise reflect its share of the strike
fund as an asset in its financial statenents or tax returns?

8. Is the use of strike funds restricted to certain types of
expendi tures under specified circunmstances?

9. Do strike Rinds specifically benefit a specific sports
franchise to the extent of its accunmulated strike fund
paynments and earni ngs?

10. Is there any rel ationship between a sports franchise's
accunul ated strike fund paynents and its eligibility for
strike fund | oans or paynents?

11. Are loans fromthe strike fund to be repaid and, if so, under
what ternms and conditions?

12. If a sports franchise is sold, how are prior strike fund
payments accounted for by the sports |eague, the seller, and
t he buyer?

13. What are the provisions if the strike fund is termnated or a
decision is nade to reduce the amount of the strike fund?

14. What are the procedures for nodifying the operating or
di stribution provisions of the strike fund (majority vote of
owners, etc.)?

15. Does the sports franchi se have a conti nui ng econom c or
property interest in the strike fund?

16. Does the formof the strike fund provisions reflect the
substance of the strike fund?

[166] To the extent that the sports franchi se and sports | eague do not furnish
docunents and information to address the above and other relevant questions, it
may be appropriate to take the position that the sports franchise has not
established that strike fund paynents are currently deducti bl e.

EXAM NATI ON TECHNI QUES

[167] Initial documents and information that should be obtained in developing a
sports franchise strike fund issue include:

1. The strike fund agreenent,

2. The resolutions and m nutes of |eague neetings in which the
stri ke fund agreenent and fundi ng were di scussed,

3. Financial statements or supplenentary financial information
of the sports | eague associ ati on whi ch address the | eague



stri ke fund, and

4. Workpapers and schedul es reconciling the amount deducted in
the sports franchise's tax return to the amount in its books
and financial statenents. This includes reconciliation of
accrual s at the beginning and end of each year under
exani nati on.

[168] The above documents and informati on shoul d be requested early in the
exam nation. |IT | S RECOWENDED THAT ALL EXAM NER REQUESTS FOR RECORDS AND
| NFORMATI ON FROM A SPORTS LEAGUE BE COORDI NATED W TH THE NATI ONAL | SP SPORTS
FRANCHI SE TEAM Because the sports | eague owners association may closely guard the
details of its strike fund, consideration may need to be given to the issuance of
a sumons. | SSUANCE OF A SUMMONS TO A SPORTS LEAGUE SHOULD BE COORDI NATED W TH THE
NATI ONAL SPORTS FRANCHI SE | SP TEAM

CHAPTER 8
STADI UM | SSUES
| NDUSTRY PRACTI CE

[169] The nineties have been a tinme of sports stadi umconstruction and sports
st adi um expansi on. The increasing significance of revenue generated by club seats
and | uxury suites, which offer an advantage to new and renovated stadiuns, is a
maj or inpetus for stadi um expansion

[170] Expansion sports franchi ses and rel ocated sports franchi ses generally
have new or renovated stadiuns. In addition, established sports franchises are
commonl y pur sui ng stadi um expansi on or, in some instances, new stadiuns.

[171] A mpjor factor in a sports franchise's financial success includes having
a favorabl e stadium deal. Nunerous cities have proven their willingness to
nortgage their futures through taxes and the sale of bonds to attract or keep a
sports franchi se.

[172] As a result of new stadium construction and city concessions, sports
franchises in larger nmarkets, once thought to have an i nsurnountabl e economc
advant age over franchises in smaller nmarkets, have, in many instances, been
surpassed in profits and value by their smaller market counterparts. The
wi |l lingness of cities to build stadiuns and the | arge increases in revenues
related to the new stadi uns creates an environnent where it appears that in many
| eagues a sports franchise will need new stadi uns and favorabl e concessions
packages to remain conpetitive in their |eague

[173] The sports franchise will either own its stadiumor |lease it from another
party. The stadi umowner may be an entity related to the sports franchise, a
public entity, or an unrelated third party. The sports franchise's stadium
interests, |eased or owned, are a strong conponent of the sports franchise's
overal | value; accordingly, the agreenents between the sports franchise and the
| ocal sports authority tend to be heavily negotiated, |lengthy, and conplex.

[174] It is not unconmmon for the owner of a sports franchise to also own other
entities related to the sports franchise. For instance, one entity may own the
actual sports franchise, while another separate entity may own the sport facility
or hold the long- termlease to the facility. Additionally, another related entity
could hold the concession contract, while yet another can provide the parking. The
ways in which ancillary services can be segregated into separate entities is
alnmost limtless. Mreover, nost sports franchise owers also own ot her businesses



whi ch, while unrelated to sports franchi se operations (such as a television or
radi o station), may be enhanced by the ownership of a professional sports team

[175] Exami ners shoul d consi der whether the agreenents anong an owner's
busi nesses are entered into on an arns-length basis. Since these related party
transactions will, in all likelihood, be unique, a thorough analysis is required
to determine the true nature of the transactions. Wen related party transactions
are determined to be at less than arnms length, I RC section 482 may be used to
real |l ocate i ncone and expenses in order to reflect the proper taxable inconme. The
applicability of I RC section 267 should al so be considered for transactions anong
rel ated parties.

[176] Because there are different audit issues and audit risk for a sports
franchi se which owns its stadiumand a sports franchise which leases its stadium
the ownership and | ease of a sports stadium are addressed separately in this
chapter.

STADI UM OANERSHI P
Overvi ew
[177] As with all real estate owned, there are burdens and benefits that go

with a sports franchise's ownership of its stadium The sports franchise that owns
its stadiumwi Il have a large capital asset on its bal ance sheet, and significant

depreciation will be clainmed. Rental expense will be drastically reduced in
conparison to a sport franchise that |leases its stadium Unless the city has nade
concessions (which is not unlikely), the sports franchise will probably have

significant property taxes. A sports franchise that owns its stadiumis also
likely to have a higher payroll than a sports franchise that |eases its stadium

[178] Stadi umownership by a sports franchise or an entity related to the
sports franchise is generally achi eved through construction or acquisition. In
both instances, the basis of the asset will be the costs directly and indirectly
chargeable to the stadiumand related facility assets.

[179] In computing depreciation, the value of the land is excluded fromthe
depreci abl e assets. Wth new construction, the deternination of |land value is
generally provided in a separate acquisition closing statenment; however, when an
existing stadiumis acquired, the determ nation of |land value is nore problematic.

[180] The contract on the acquisition of an existing stadiumshould allocate
the acquisition price as negotiated by buyers and sellers anong the various assets
acqui red. Even though the buyer and seller have agreed on the purchase/sale price
al l ocations, the exam ner is not prevented fromchallenging allocations to reflect
their actual fair market val ues.

[181] AUDI T | SSUES

1. This issue relates to whether the allocation to |and versus
bui |l di ngs and ot her depreciable assets is proper. As with any
ot her purchase of real estate, the value allocated to | and shoul d
be reviewed to determ ne its reasonabl eness.

2. VWhether the depreciabl e assets have been assigned proper recovery
periods is a further issue. There are various structural
conmponents which are considered to be part of the stadium
structure. Some conponents, such as stadium seats, the score board
and nessage board have a considerably shorter life than the
stadi um structure. Therefore, it is inportant to determ ne that
assets have been appropriately classified and the correct recovery



period is applied in cal cul ati ng depreciation.

3. For stadiunms constructed using tax exenpt bonds, another issue is
whet her the sports franchise properly used the alternative
depreci ation systemversus the regul ar depreciation system

Recovery Peri ods

[182] A sports stadiumis a single purpose structure in that it provides
spectator space for the viewing of sports and other events. It is limted to this
functional use and is not readily adaptable to other nore general business use or
activities. A sports stadiumis nonresidential real property. Accordingly, the
stadi um structure and its structural conponents normally have a recovery period of
39 years.

[183] The term "structural components” includes parts of the buil ding such

as: walls; partitions; floors; ceilings; permanent coverings such as paneling or
tiling; wi ndows and doors; all conponents (whether in, on, or adjacent to the

buil ding) of a central air conditioning or heating system including notors,
conpressors, pipes and ducts; plunbing and plunbing fixtures, such as sinks and
bat ht ubs; electric wiring and lighting fixtures; chi meys; escalators and

el evators, including all conponents thereof; sprinkler systens; fire escapes; and
ot her conponents relating to the operati on or mai ntenance of a buil di ng.

[184] There are certain stadiumrel ated assets which are consi dered persona
property in nature and are, therefore, entitled to a shorter recovery period than
the stadium structure and its structural conponents. Rev. Rul. 69-170, 1969-1 C.B
28, addresses whether stadi um seats and ot her miscellaneous itens associated with
a sports stadiumqualify as I RC section 38 property for purposes of investnent
credit. This ruling indirectly provides guidance on what assets, associated with a
sports stadium qualify for recovery periods separate from (and thereby qualifying
for shorter recovery periods) the stadiumbuilding and its structural conponents.

[185] The taxpayer in Rev. Rul. 69-170 operated a concrete and steel basebal
stadium The itens of property in question were the stadium seats, score boards
and nessage board (including equipnment and circuitry), field lights, backstop,
batter's eye screen, foul and flag poles, and signs.

[186] The stadi um seats were wooden with nmetal franmes and were attached to the
stadiumwith bolts that were enbedded in the concrete floor

[187] The backstop was | ocated behi nd honme plate and was nmade of wire nmesh
attached by cables to the stadium structure. The batter's eye screen was | ocated
in center field and consisted of a netallic screen across steel poles that were
attached to concrete foundations with steel bolts. The foul and flag poles were
four steel poles enbedded in concrete and were separate fromthe stadi um
structure.

[188] The score boards and message board were in the nature of electrica
signs. Both were mounted on | arge steel poles, attached to concrete foundations
with steel bolts. These boards were separate and apart fromthe stadium structure.

[189] The field lights consisted of eight clusters of lights, each cluster
havi ng approxi mately 200 bul bs. Each cluster of |ights was supported by stee
pol es that were attached to concrete foundations with steel bolts. Six of these
steel poles were attached to foundations that were part of the stadium structure
while the other two had foundations set apart fromthe structure.

[ 190] The signs consisted of numerous directional and traffic signs located in
the parking lots and traffic | anes adjacent to the stadium



[191] The Service ruled the stadium seats, the backstop, the flagpoles nounted
on the stadium and the equipnent and circuitry contained in or attached to the
score boards, and the nmessage board were tangi bl e personal property. In contrast,
the Service ruled the score boards and nessage board (excluding equipnent and
circuitry), field lights (including those nounted on the stadiun), batter's eye
screen, foul line poles, flagpoles (excluding those nounted on the stadiun), and
sign structures (including the basic signs) were other tangible property.

[192] A change in the useful life of property under I RC section 167 is not a
change in method of accounting. Treas. Reg. section 1.446-1(e)(2)(ii)(b). The
al l oned or allowabl e depreciation provisions apply to IRC section 167, useful life
changes.

[ 193] A change in the recovery period of a class of assets under |IRC section
168 is a change in method of accounting. Accordingly, the allowed or allowable
depreci ation provisions do not apply to recovery period changes under I RC section
168. Instead, the IRC section 481(a) and I RC section 446 change in accounting
nmet hod provi sions apply.

Tax Exenmpt Bond Fi nanci ng

[194] I RC section 168(g) requires the use of the alternative depreciation
system for tax exenpt bond-financed property. Under the alternative depreciation
met hod, the straight Iine nmethod is used and the applicable recovery periods

are:

Recovery
Peri od
1. Property not described in 2 or 3 the class life 2. Persona
property with no class life 12 years 3. Nonresidential real and
residential rental 40 years
property

EXAM NATI ON TECHNI QUES

[ 195] Docunents and information that should be obtained for sports franchises
that own their sports stadi umincl ude:

1. stadi um agreenent(s),

pur chase/ sal e contract(s),

appr ai sal s,

real property tax assessnments,

tangi ble tax returns, and
depreci ati on schedul es and wor kpapers.

A

[196] Inspection of real property tax assessnents and tangible tax returns
filed is often a quick and easy way to determ ne the exam nation potential of
al l ocation issues. Chapter 10 addresses purchase/sale price allocations in nore
detail .

[197] Consider whether the sports franchise is inproperly treating categories
of assets as being separate fromthe stadiumbuilding and its structura
components. The sports franchise's recovery period characterizations of tangible
personal property should be revi ewed.

[198] Apply the allowed or allowable depreciation provisions to I RC section 167
useful life changes. Apply the IRC section 481(a) and | RC section 446 change in



accounti ng net hod adj ustnment conputation provisions and change in accounting
met hod exami nation procedures for a change in the recovery period of a class of
assets under | RC section 168.

STADI UM LEASES
Over vi ew

[199] If the stadiumis being | eased by the sports franchise, then | easehold
i nprovenents are a potential issue area. The general rule is that depreciation of
i nprovenents to real property, subject to a lease, is calculated in the sane
manner as the depreciation deduction for the underlying property would have been
cal cul ated had the property been placed in service at the sane tinme as the
addition or inprovenent, without regard to the |l ease term

[ 200] The I RC section 467 rental agreenment provisions may apply to a sports
franchi se's | ease arrangenents.

[201] AUDI T | SSUES

1. Whether anounts clainmed as repair and mai nt enance expenses are
| ease inprovenments that should be capitalized under | RC section
263.

2. Whether depreciation is being properly conputed on | easehold
i mprovenents.

3. Whether I RC section 267 or I RC section 482 apply to | ease paynents
to rel ated parties.

4. \Whether I RC section 467 is properly applied to
rental arrangenents.

Leasehol d | mprovenents

[202] Since a stadiumlease is generally long termin nature, the exam ner
shoul d consi der whet her ampunts classified by the sports franchise as repair and
mai nt enance expenditures are instead | easehold i nprovenents that shoul d be
capitalized

[203] The right to claimdepreciation is not predicated on ownership of
property, but on an investment in the property. The cost of inprovenents nade by a
| essee are generally depreciable. IRC section 168(i)(8)(A).

[ 204] Under IRC section 168, the depreciation of a capital asset is conputed
wi thout regard to the | ease term thus, the cost of the inprovenent is recovered
over the applicable recovery period. If, upon termnation of the | ease, the |essee
does not retain the inprovenents, gain or loss is computed by reference to the
adjusted basis in the inprovenents. |IRC section 168(i)(8)(B)

[205] If the | easehold inprovenents are financed with tax exenpt proceeds,
under | RC section 168(g)(3)(A) the recovery period used for purposes of the
alternative depreciation systemis not |ess than 125 percent of the |ease term

| RC Section 467 Rental Agreenents
[206] I RC section 467 rental agreenents include |eases in which the sumof the

| ease paynents are in excess of $ 250,000, and either (1) at |east one anount,
all ocable to the use of the property in one cal endar year, is payable after the



cl ose of the subsequent cal endar year, or (2) there are periodic increases in the
rent.

[207] I RC section 467 requires both the lessor and | essee to report renta
i ncone and expense (and interest on rent) using an accrual nethod of accounti ng.
Under | RC section 467, one of three different accrual methods may apply depending
on the circunstances:

1. constant rental accrual;

2. accrual in accordance with the allocation of rents provided in the
rental agreement, or

3. accrual in accordance with the allocation of rents provided in the
rental agreenent, adjusted to take into account present val ue
concepts.

[ 208] The proper |IRC section 467 accrual method nmust be determ ned on a |ease-
by-1 ease basi s.

[209] The constant rental nethod of IRC section 467(b)(2) applies when:
(1)
the rental agreenent contains no allocation of rents, or (2) the rental agreenent
contains an allocation with stepped rents, a principal purpose for providing the
stepped rents is avoi dance of tax, and the agreenent is either a |easeback or
long- termagreenent. If a rental agreenment does not specify how nuch rent is
all ocable to the periods under the | ease, the rent paynent schedule should be
treated as the rent allocation schedule. Because alnost all rental agreenents
contain rent paynent schedules, rarely will a rental agreenment be subject to the
constant rental accrual nethod because of a failure to allocate rent.

[210] If the constant rental nethod applies, the agreenent of the parties
concerning the allocation of rent will be totally disregarded, and the rent
| evel i ng provisions of IRC section 467(b)(2) will determ ne the inconme and
expenses for each taxable year during the rental period. The constant renta
anmount is defined in IRC section 467(e)(1) as the anmount which, if paid as of the
cl ose of each | ease period under the agreenent, would result in an aggregate
present value equal to the present value of the aggregate paynents required under
t he agreenent. Section 1.467-3 of the proposed I RC section 467 regul ati ons
provides a formula for determ ning the constant rental nethod.

[211] For an IRC section 467 rental agreenment for which the constant rental
met hod does not apply, rents are generally recogni zed as specified in the renta
agreenment. The parties will be required to report the rent allocable to the period
on the accrual basis regardless of their nmethod of accounting; thus, there will be
"mat chi ng" on an accrual basis by both | essors and | essees.

[212] If the paynment of rent is deferred and adequate interest is not charged
on the deferred rent. the anount of rent allocated to a period nust be discounted
to its present value, and interest on the unpaid rent must be taken into account
as it accrues. One reasonable nmethod for discounting rent to present value is
contained in section 1.467-2 of the proposed regul ati ons.

[ 213] The section 467 regul ations al so apply I RC section 467 rules to renta
agreenents providing for prepaid rent and/or decreasing rents. In sonme cases a
sports franchise may | ease a stadiumfroma tax-exenpt entity. In such cases, if
the rental agreenent has decreasing rents, and if it is subject to the fina
section 467 regul ations, application of the constant rental method shoul d be
consi der ed.



[ 214] The above constitutes just an overview of the detailed | RC section 467
provi sions. Mre detail ed guidance on | RC section 467 can be found in the
Construction | SP teanmi s coordi nated i ssue papers entitled:

-- Section 467 Rental Agreenents -- The Constant Rate Method, and
-- Section 467 Rental Agreenents -- The Econonic Accrual Method.
EXAM NATI ON TECHNI QUES

[ 215] Docunents and information that shoul d be obtained in devel oping the
sports franchi se stadi um| ease incl ude:

1. | ease agreenents,
2. concession agreenents,

3. audited financial statenments (the terns of the | ease agreenents
and related party transactions should be disclosed in the
f oot not es),

4. wor kpapers and schedul es on the application of IRC section 467,
5. copies of the returns of any related entity returns involved, and

6. wor kpapers and schedul es reconciling the anount deducted on the
return with the anmounts per the books (Schedule M1). This should
i ncl ude year end accrual s.

[ 216] Large repair and mai ntenance costs should be reviewed to determne if
they are in the nature of a capital inprovenent.

[217] If the | ease paynents are to a related party, then IRC section 267 or |IRC
section 482 may apply. Cenerally, under |IRC section 267, related entities are
required to use the same nethod of accounting so that there is no m snmatching of
i ncone and expense between the two parties. To clearly reflect incone and prevent
the evasion of taxes, |IRC section 482 enables examners to re-allocate incone and
expense anong entities when the transactions are not at arnms |ength.

[218] Wth respect to IRC section 467, the first step is to determne if you
have an I RC section 467 rental agreenment. The second step is to deternine whether
the constant rental method or the econom c accrual method applies. The third step
is to determ ne whether the constant rental nethod or the econom c accrual nethod
provi sions were properly applied by the sports franchi se.

[ 219] Because the application of IRC section 467 involves the timng of the
sports franchise's | ease expenses, | RC section 467 issues constitute a change in
the sports franchise's nethod of accounting for |eases. Accordingly, exam ners
need to follow the change in method of accounting i ssue procedures in raising an
| RC section 467 issue.

CHAPTER 9

ANMORTI ZATI ON

OVERVI EW

[220] Anortization issues are likely to have nore exam nation potential for

sports franchi ses than for nost other categories of taxpayers. There are two
reasons for this.



[221] The first is the significance of player contracts to a sports franchise
Pl ayer contracts are likely to represent the nost significant asset category of a
sports franchi se. Because player contracts are anortized over the wuseful lives of
t he individual player contracts, which typically range from3 to 6 years, this is
likely to represent the greatest expense category of the sports franchise.

[222] Wth respect to player contracts not acquired in connection with the
acquisition of the sports franchise, issues arise on the tax treatnent of player
si gni ng bonuses, performance bonuses, and other contract contingencies. In
addition to deternmining the anbunt subject to anortization, issues arise in the
determ nation of the useful lives of the individual player contracts and the dates
the contracts are placed in service

[ 223] The second reason anortization has greater audit potential for npst
sports franchi ses than taxpayers in other market segnents is the fact that I RC
section 197(e)(6) provides that if a franchise is engaged in professional sports,
any itemacquired in connection with such a franchise is excluded from |IRC section
197 anortization. Because a sports franchi se does not have a determ nable usefu
life, the franchise intangible asset is not eligible for anortization under IRC
section 197. Issues exist on whether itens treated as separate intangible assets
are, instead, part of the franchise intangible asset. For itens deternined to be
separate fromthe franchise intangible asset, the question then beconmes whether
the intangi bl e asset has an ascertai nable value and a determ nable useful life.

[ 224] Al though the governnent has not always been successful in arguing that an
i ntangi bl e asset does not have an ascertai nabl e val ue separate from goodw I |,
goi ng concern val ue, and the franchi se intangi ble asset, the governnent has been
successful in arguing nost separate intangi ble assets do not have deterni nabl e
useful lives. For exanple, as addressed in this chapter, the governnment has
successfully established in court that broadcasting rights are not subject to
anortization because they do not have determ nabl e useful |ives.

[225] The following summari zes the likely intangi ble asset categories of a
sports franchise and their general anortization periods:

I nt angi bl e Asset Category Ceneral Anortization Period

Organi zati onal expenses Anortized over 60 nonths if an IRC
section 248 or 709 election is nade

Pl ayer contracts Anortized over the useful |ives of
the specific player contracts
(whi ch average between 3 to 6

years)
The franchi se No anortization, not an IRC

section 197 intangible, has an

indefinite useful life
O her intangible assets Not an I RC section 197 intangible, acquired in
connecti on only eligible for anortization if wth the acquisition of
t he it has: (1) an ascertainable value sports franchise

separate fromgoodwi ||, going
concern val ue, and the franchise
i ntangi bl e asset, and (2) has a
determ nabl e useful life; this
usually results in not being
anortizabl e



Start-up expenses Anortized over 60 nonths if IRC
section 195 is elected

Lease and | oan costs Anprtized over the |life of the
| ease or | oan

PLAYER CONTRACTS
AUDI T | SSUES

1. Whether the cost basis of player contracts not acquired in
the acquisition of the sports franchi se have been properly
conput ed.

2. VWether the useful lives used for the individual player
contracts are proper.

Tax Law Application

[226] A player contract is an intangible asset to the sports franchise. Player
contracts are likely to represent the nost significant costs incurred in the
operation of a sports franchise.

[227] A player contract is a contract for the services of an athlete enployed
by the sports franchise. A player contract is likely to obligate the player
to:
(1) play the sport solely for the sports franchise, (2) not participate in
certain other sports, (3) attend team practices, neetings, and perhaps pronotiona
events, and (4) keep hinself in top physical condition

[ 228] Pl ayer signing bonuses have becone conmobn. Sone player contracts may
contai n performance bonuses. Mre than the specified period of the player
contract, nost player contracts contain renewal and team option provisions which
extend the useful life of the contract.

[ 229] The provisions of IRC section 461 are applied in determ ning a sports
franchise's cost basis for player contract anortization. Under Treas. Reg. section
1.446-1(c)(D)(ii)(A), aliability is incurred, and generally is taken into account
for federal income tax purposes in the taxable year in which all events have
occurred that establish the fact of the liability, and the anbunt of the liability
can be deternmined with reasonable accuracy. Under |IRC section 461(h)(2)(A),
econom ¢ performance for services provided to a taxpayer occurs as the services
are provided.

[230] The cost of a player contract to a sports franchise is the total anmount
incurred by the sports franchise on the player contract under IRC section 461
Si gni ng bonuses are included in the cost of the player contract. Perfornance
bonuses and ot her contingent payments are not taken into account until the sports
franchi se's obligation to pay becones certain.

[231] Wiile the contractual ternms of player contracts vary with the type of
sport involved, the typical contract will provide enploynment for nore than one
year. Even when the player contract is just for one year, the enployer usually has
a unilateral option to renew the contract an additional year or nore at a
speci fied percentage of the player's previous salary.

[232] Cenerally, an accrual basis taxpayer is entitled to deduct unpaid
expenses for the taxable year in which all the events have occurred which
determne the fact of liability and in which the amount can be determned wth



reasonabl e accuracy. Under this general rule, accrued salaries would ordinarily be
deducti bl e expenses for the taxable year in which the salaries are earned by the
enpl oyees, even if paid in the follow ng taxable year. Any expenditure, however,
that results in the acquisition of an asset having a useful life which extends
beyond the cl ose of the taxable year may not be deductible for the taxable year in
which the liability for the expenditure was incurred. Treas. Reg. section
1.263(a)-2.

[233] The cost of a player contract having a useful life of nore than a year
nmust be capitalized and anortized over the useful life of the contract. The sports
franchise's player contracts are anortized under I RC section 167. Anortization is
conput ed on each individual player contract based on the useful |ife of the
i ndi vi dual player contract. Treas. Reg. section 1.167(a)-1(b) provides the
estimated useful life of an asset is the period over which it may reasonably be
expected to be useful to the taxpayer.

[234] In general, the period over which the cost of a player contract is
anortizabl e i ncludes periods in which the club controls the player through options
to renew the contract or restrictions on the ability of the player to contract
with other clubs. In Rev. Rul. 67-379, 1967-2 C B. 127, the Service ruled that due
to reserve clauses, a player contract often has a useful life extending beyond the
taxabl e year in which the contract was acquired. The Service ruled the sanme for
option clauses or any other clause which gives the sport franchise the opportunity

to unilaterally extend the existing contract. Although the useful life varies from
sport to sport and player to player, the sports franchise's player contracts
typically have useful lives averaging from3 to 6 years.

[ 235] The pl aced-in-service date of the player's signing bonus is the date al
required signatures are affixed to the contract. Accordingly, a sports franchise
begi ns claim ng anortization on the player contract, including the signing bonus,
when the necessary signatures are affixed to the player contract.

[ 236] Ceneral gui dance on the anortization of the sports franchise's player
contracts can be found in:

1. Rev. Rul. 67-379, 1967-2 C.B. 127,
2. Rev. Rul. 70-318, 1970-1 C. B. 113, and
3. Rul. Rul. 71-137, 1971-1 C B. 104.

[237] In anortizing player contracts, care nust be taken to distinguish
payments made to third parties to acquire a player contract, as opposed to
paynents nade to a player pursuant to the underlying contract. Paynents made to
acquire a player contract are to be anortized over the life of the contract.
Payments made to a player pursuant to the contract may constitute straight salary
whi ch is deducted as econom c performance occurs. On the other hand, such paynents
may constitute disguised paynents for other contract rights (for exanple, options
to extend the contract, exclusivity agreenents extendi ng beyond the "salary”
paynment period, etc.). In such cases, the ostensible salary paynents should be
divided into two portions; anounts allocable to services and anmounts allocable to
other contract rights. Anpbunts allocated to paynents for services should be
deduct ed as econoni c perfornmance occurs. Amounts allocated to other contract
rights should be anortized over the life of the contract.

[238] EXAMPLE -- PLAYER CONTRACT AMORTI ZATI ON
BCD sports franchi se, a cal endar year taxpayer, and STAR athlete

agree to a player contract for STAR The player contract is
signed by all parties on July 1, 1994. The player contract is



for 3 years fromthe signing date and includes 2 renewal

peri ods. BCD sports franchi se has the option to extend STAR s
contract to a fourth and fifth year. Under the contract, STAR
can request salary renegotiation at the end of the third year

I f STAR chooses sal ary renegotiati on, and STAR and the BCD
sports franchise do not agree on the renegotiated contract
terms, then BCD sports franchise has the right to sell or trade
STAR s pl ayer contract to another sports franchise in the

| eague.

Under the player contract, STAR receives a $ 200, 000 signing

bonus. STAR s base salary (payable nmonthly) is $ 150,000 the

first year, $ 120,000 the second year, and $ 150,000 for the third
year, and each season runs fromJuly 1 to June 30. The base

salary for the fourth and fifth years (renewal option years) is
$ 150, 000 each year. The exam ner makes a factual deternination
that $ 50,000 of the first year's "salary" is actually a

di sgui sed paynent for the option to extend the contract for the
fourth and fifth years.

The contract al so provides for both team and pl ayer performance
bonuses. In any season in which the sports franchise's team
meets a specified teamgoal, STAR is paid a team performance
bonus. In any season in which the team plays in the | eague
conference chanpi onship gane, STAR receives a $ 30,000 team
performance bonus. In any season in which the teamw ns the
| eague' s chanpi onship gane, STAR is paid an additional team
bonus of $ 50, 000.

In any season in which STARis named to the |eague's all star
team STAR receives a $ 20,000 performance bonus. |In any season
in which STAR is voted the | eague's nost val uabl e player, STAR
is to receive an additional $ 50,000 player perfornmance bonus.

In year two, STAR made the |league's all star team ($ 20, 000

pl ayer performance bonus). In year three, the sports franchise
nmade it to the | eague's chanpi onship game ($ 30, 000 team

per f or mance bonus).

The useful life of the player contract is 5 years (the 3 year
contract period plus the two 1-year renewal option years).
Anortization begins on July 1, 1994, the date all parties signed
the player contract. The anortized player contract tax basis
does not include performance bonuses since these are
contingencies. Accordingly, the anortized tax basis in the
pl ayer contract consists of the $ 200,000 pl ayer signing bonus
and the $ 50,000 disguised first year payment for options. BCD s
anortized tax basis in the STAR player contract is conputed as
fol | ows:

$ 200, 000 Pl ayer Signing Bonus
$ 50,000 Di sgui sed First Year Paynment for Options
$ 250, 000 Anmount to be Anortized

BCD s yearly anortization on its STAR player contract is:

First Tax Year $ 50, 000
Second Tax Year $ 50, 000



Third Tax Year $ 50, 000
Fourth Tax Year $ 50, 000
Fifth Tax Year $ 50, 000

Total Anortization $ 250, 000

Additionally, salary amounts are to be deducted as econonic
perf ormance occurs.

Because ratable anortization is allowed as STAR furnishes the
services to the BCD sports franchi se, econom c performance
occurs under the provisions of | RC section 461(h) as the ratable
anortization is allowed.

BCD is also entitled to additional deductions for the second

year player performance bonus ($ 20,000) and the third year team
performance player bonus ($ 30,000). The tax year in which BCD
deducts these bonuses is the year in which these are all owed
under BCD s overall nethod of accounting (which is usually the
cash met hod or the accrual nethod of accounting).

EXAM NATI ON TECHNI QUES

[ 239] Docunents and information that shoul d be obtained in devel opi ng sports
franchi se player contract anortization issues include:

1. For the prior, current, and subsequent tax years:

a. the sports franchise's schedul es and wor kpapers
reflecting:

1) the player contracts owned by the sports
franchi se,

2) the sports franchise's tax basis in each
pl ayer contract, and

3) the useful life used by the sports franchise
for each player contract.

b. to the extent not included in "a," copies of the
schedul es and wor kpapers used to conmpute player contract
anortization. This should include any schedul es and
wor kpapers necessary to reconcile this with the tota
pl ayer contract anortization anount reflected on return
Form 4562.

2. Dependi ng on the nunber of player contracts owned by the
sports franchise, copies of all or a sanpling of the player
contracts.

[240] To reduce taxpayer burden and sharpen your exam nation focus, you may
want to address the sports franchise's player contract business practices before
deci di ng whi ch player contract to request. For sports franchises with a |arge
nunber of player contracts, you shoul d consider conducting a skewed sanpling of
pl ayer contracts based on their likely issue potential. For exanple, consider
first focusing on:

1. the sports franchise's marque player contracts (likely to be
hi gher dollar contract anmounts and nore |likely to have



bonuses, options, and contingencies),

2. player contracts that have certain characteristics (such as
bonus provisions, options, or contingencies), and

3. player contracts with short useful I|ives.

[ 241] A common exam nation techni que many exam ners use for taxpayers claimng
significant amounts of depreciation or anortization is to analyze the taxpayer's
prior and subsequent years' depreciation and anortization schedules. Due to the
signi ficance of player contract anortization, this is likely to be a good
exam nation technique for nost sport franchise exam nations. Check to ensure the
cost basis and useful lives used are consistent fromyear to year. Player
contracts on the prior or current year's schedule that are onmitted from the
current or subsequent year's schedul e should be reconciled to the sports
franchise's player contract gain and | oss return schedul es.

[242] The foll owi ng player contract issues constitute a change in the sports
franchi se's nmethod of accounting for player contracts:

1. a change fromexpensing to capitalizing all player contracts
or categories of player contracts, and

2. a change in the sports franchise's method or policies in
determining its tax basis in player contracts under |IRC
section 461

[243] The I RC section 481(a) and I RC section 446 change in accounting met hod
adj ust nent conputation procedures (versus the allowed or allowable depreciation
rule) apply to player contract change in nethod of accounting issues.

[ 244] Because the change is a change in the useful life under IRC section 167
versus a change in recovery period under IRC section 168, a change in the usefu
lives of individual player contracts is not a change in the nmethod of accounting.
Accordingly, the allowed or allowable depreciation rule applies to player contract
useful life changes.

| NTANG BLE ASSETS ACQUI RED IN THE ACQUI SI TI ON OF A SPORTS FRANCHI SE
Audi t | ssues

1. Wiether in the acquisition of a sports franchise, the
al l ocation of the purchase price anong player contracts, the
franchi se, other intangible assets, and other assets is
proper. This is addressed in Chapter 10.

2. VWhether intangible assets other than player contracts
acquired in connection with the acquisition of a sports
franchi se have an ascertai nabl e val ue and deterni nabl e useful
life: A major issue area is broadcasting rights, which the
government has successfully argued do not have a determ nable
useful life.

Tax Law Application

[ 245] The franchi se intangi ble assets and other intangi ble assets acquired in
the acquisition of a sports franchise are specifically excluded fromthe
definition of an I RC section 197 intangi bl e. Accordingly, unlike nost other
taxpayers, a sports franchise is not entitled to 15 year anortization on the
i ntangi bl e assets acquired with the acquisition of the sports franchise. This



i ncl udes goodwi | I, going concern value, the franchise intangible asset, and other
i ntangi bl e assets such as broadcasting rights.

[246] This means that pre-1RC section 197 | aw applies in deternining whether
the intangi bl e assets acquired in the acquisition of sports franchises are
eligible for anortization. To be subject to anortization, the sports franchise's
i ntangi bl e asset nust have: (1) an ascertai nabl e val ue separate and apart from
goodwi | I, goi ng concern value, and the franchi se intangi ble asset, and (2) a
det erm nabl e useful life.

[247] 1 RC section 197(f)(4)(A) uses the definition in IRC section
1253(b) (1)
for the definition of a franchise under I RC section 197. | RC section
1253(b) (1)
states "the term'franchise' includes an agreement which gives one of the parties
to the agreement the right to distribute, sell, or provide goods, services, or
facilities, within a specified area.™

[248] I RC section 197(e)(6) excludes fromthe definition of an IRC section 197
i ntangi ble, "A franchise to engage in professional football, basketball, baseball
or other professional sport, and any itemacquired in connection with such a
franchise.” After stating the above IRC section 197(e)(6) statement, H R Rep. No.
103- 213, 103rd Cong., 1st Sess. (1993), 1993-3 C B. 560, states:

"Consequently, the cost of acquiring a professional sports
franchise and rel ated assets (including any goodwi ||, going
concern value, or other section 197 intangibles) is to be
al | ocated anong the assets acquired as provided under present
| aw (see, for exanple, section 1056 of the Code) and is to be
taken into account under the provisions of present |aw "

[249] To be subject to anortization, the intangi ble asset nmust have: (1) an
ascertai nabl e val ue separate and apart from goodw Il and goi ng concern value, and
(2) a determ nable useful |ife. Because the franchise intangible asset acquired
with the acquisition of a sports franchise has an indefinite useful Ilife, it is
not subject to anortization. Player contracts acquired in the acquisition of a
sports franchi se do have an ascertai nabl e val ue separate and apart from goodw ||,
goi ng concern value, and the franchise intangi ble asset. Player contracts al so
have determ nabl e useful [ives.

[ 250] Therefore, the non-1RC section 197 intangible issue centers on whether
i ntangi bl e assets other than the franchise intangible asset and player contracts
acquired in connection with the acquisition of a sports franchise have: (1) an
ascertai nabl e val ue separate and apart from goodw ||, going concern value, and the
franchi se intangi ble asset, and (2) have a deterninable useful life. This is
addressed further by covering the tax treatment given to broadcasting rights.

Broadcasting Rights

[ 251] One of the intangible assets acquired in the acquisition of a sports
franchise is the right to share in the income from national broadcasting rights
along with the other sports franchises in the | eague.

[ 252] The national broadcasting contracts are between the conm ssioner of the
respective | eague, on behalf of the | eague's sports franchises, and the networks.
A sports franchise in a particular |eague confers a right to receive a pro rata
share of this revenue as long as the sports franchise is a nenber of the |eague.



[ 253] National broadcasting rights acquired with the acquisition of a sports
franchi se are not subject to anortization under |IRC section 197. Thus, to be
depreci abl e or anortizable as a "wasting asset,"” intangible property nust have

(1) an ascertainable value separate fromgoodwi Il, and (2) a limted useful life
ascertainable with reasonabl e accuracy. See Newark Morning Ledger Co. v. United
States, 507 U.S. 546, 113 S. . 1670 (1993). The burden of proving that an
i ntangi bl e asset has these characteristics i s on the taxpayer

[254] In Laird v. United States, 556 F.2d 1224 (5th Cr. 1977), cert. denied |,
434 U.S. 1014 (1978), one of the issues addressed by the Fifth Grcuit was whether
anortization was all owabl e on the national broadcast intangible asset acquired on
the taxpayer's acquisition of a National Football League (NFL) sports franchise.
The Conmi ssioner of the NFL had executed a 4-year contract on behalf of the
| eague' s sports franchises with the CBS Tel evi si on Network under which CBS
received the right to televise the NFL's ganes. The NFL sports franchises ratably
shared the revenue generated under the national broadcasting contract.

[ 255] The taxpayer argued the broadcast intangi ble asset was a wasting asset,
and therefore anortizable, because it had a proven value (present value of the
guaranteed future incone under the contract) and a limted useful life (the 4-year
termof the contract).

[ 256] Al though the Court rejected the governnment's argunent that the
broadcasting rights did not have an ascertai nabl e val ue separate from goodw | |
goi ng concern value, and the sports franchise intangible asset, it noted the
television rights were to continue as long as the sports franchi se renained a
menber of the NFL. The court adopted the governnment's "link in a perpetual chain”
anal ogy and st at ed:

"As the government correctly points out, the rights under the
CBS contract were only a 'four year link' in a 'perpetual chain'
of television income. Though the existing contract provided a
measure of [the purchaser's] television rights over a particular
four year period, nevertheless the rights were to continue
indefinitely. * * * Because the rights pursuant to the CBS
contract were only a link in a chain of revenue which would
continue as long as the Atlanta C ub chain holds an NFL
franchise, they did not constitute a wasting asset.”

[257] The tax court reached the same conclusion, in First Northwest |ndustries
v. Conmi ssioner. 70 T.C. 817 (1978), rev'd on other grounds, 649 F.2d 707 (9th
Cir. 1981). This case involved the purchase of a National Basketball Association
(NBA) sports franchise. Included anong the rights acquired in the purchase was the
right to an equal share of all revenues fromnational broadcasting of NBA ganes.
In response to the claimthat the current broadcasting contract was a wasting
asset, the Tax Court held the contract was not anortizable because it nerely
represented a "link in a continuing chain of national television income” which
woul d continue as long as the sports franchise remained a nmenber of the NBA.

[258] The Sixth Circuit also reached this conclusion in MCarthy v. United
States, 807 F.2d 1306 (6th G r. 1986). This case involved the purchase of a Mjor
League Baseball (MB) sports franchise. |Included anong the inherent rights
acquired in the purchase of the sports franchise was the right to broadcast the
sports franchise's ganes. The three broadcasting contracts at the time of purchase
were: (1) a network contract anong the National Broadcasting Conpany

(NBC) and the Comm ssioner of MB, (2) a |local television broadcasting contract
with the sports franchise, and (3) a | ocal radio broadcasting contract with the
sports franchise. In deciding the broadcast intangible assets were not anortizable
because they did not have limted useful lives, the Sixth Circuit stated "the
current broadcasting contracts likewise are nerely links in a perpetual chain of



broadcasti ng revenues" which the sports franchise will have the rights to as |ong
as it remains in the MB.

[ 259] Al though the governnent has not yet been successful in arguing that a
broadcasting right intangible asset is not separable fromgoodw ||, going concern
val ue, and the franchise intangi ble asset, the government has been successful in
argui ng the broadcasting rights acquired on the acquisition of a sports franchise
do not have a determ nable useful life. Accordingly, like the franchise intangible
asset, broadcasting rights are not subject to anortization.

ORGANI ZATI ONAL EXPENDI TURES AND START- UP EXPENSES
Audi t | ssues

1. Wiether expenses treated as organi zati onal expenses and
start-up expenses are qualifying expenditures under |IRC
sections 248, 709, and 195. Mdre specifically, whether
expenses directly connected with the acquisition of a sports
franchise are inproperly anortized under these I RC sections.

2. Wet her organizati onal expenses and start-up costs are
i nproperly characterized by the sports franchise as current
peri od deducti ons.

Tax Law Application

[260] I RC section 248 for corporations and | RC section 709 for partnerships
prescribe that organizational expenditures be treated as deferred expenses
anortizabl e over a period of not |ess than 60 nonths. Both sections define
"organi zati onal expenditures" as any expenditure which:

1. is incident to the creation of the corporation or
part ner ship,

2. is chargeable to a capital account, and

3. is of a character which, if expended incident to the creation
of a corporation or partnership having a limted life, would
be anorti zabl e over such life.

[261] Costs of issuing stock in a corporation, syndication fees in the case of
a partnership, and expenditures connected with the transfer of assets are exanples
of costs that are not organi zati onal expenditures.

[ 262] Under IRC section 195, start up costs are defined as any anmount paid or
incurred in connection with investigating the creation or acquisition of an active
trade or business, creating an active trade or business, or any activity engaged
in for profit or production of inconme before the day on which the activity begins,
and which, if paid or incurred in connection with the operation of an existing
active trade or business, would be allowable as a deduction for the tax year in
which it was paid or incurred. Start up costs are anortizable over a period of not
| ess than 60 nonths.

Potential Emerging Issue For Start-up Expenses

[263] For a | eague expansion sports franchise there may be a potential energing
i ssue of whether anortization of qualifying IRC section 195 start-up expenses
begi ns when:

1. the sports franchise first solicits ticket subscriptions,



2. the | eague awards the sports franchise, or
3. the sports franchise plays its first |eague gane.
CHAPTER 10

PURCHASE AND SALE OF A SPORTS FRANCHI SE

OVERVI EW

[ 264] This chapter furnishes general guidance on the tax issues associated wth
t he purchase and sale of a sports franchise. Because the tax issues (including
nunerous asset acquisition elections) are often quite conplex, the guidance given
is not a substitute for exam ner tax | aw research and analysis based on the
specifics of the particular sports franchi se acquired or sold.

[ 265] This chapter addresses the purchase and sale of an existing sports
franchi se. The acquisition of a | eague expansion franchi se and | eague expansi on
revenue are addressed in Chapter 11. The sal es and exchanges of player contracts
not associated with the purchase, and sale of an entire sports franchise are
addressed in Chapter 12.

[266] There are two uni que aspects to the purchase/sale of a sports franchise
fromthe purchase/sale of other types of businesses. The nost significant
distinction is the allocation and tax treatnment with respect to player contracts.
Special rules apply to the purchase/sale price allocations to a sports franchise's
total amount of player contracts along with rules on the allocations anong
i ndi vi dual player contracts because: (1) this is likely to be the nost significant
asset category of the sports franchise, (2) the buyer and seller are required to
make consi stent allocations, and (3) the buyer and seller often have conpeting tax
consequences on player contract allocations. This is an area warranting
significant consideration during the exam nation of the purchaser or seller of a
sports franchi se.

[ 267] Anot her uni que aspect on the purchase and sale of a sports franchise is
that, unlike nost all other categories of taxpayers, there are no | RC section 197
i ntangi bl es. As addressed in Chapter 9, to claimanortization, the buyer has to
apply pre-1RC section 197 law to establish: (1) the intangible has an
ascertai nabl e val ue separate fromgoodw I |, going concern value, and the franchise
i ntangi bl e asset, and (2) a determ nable useful life.

[268] The inapplicability of IRC section 197 to the intangi bles acquired on the
purchase of a sports franchise, is likely to result in valuation and life studies
on intangi bles that are no | onger relevant for nost other categories of taxpayers.
In addition, the inapplicability of IRC section 197 may inpact the buyer's
negoti ating posture with the seller on the anmounts allocated to intangible assets
ot her than player contracts.

[ 269] The purchaser and seller of a sports franchise are required to use the
sanme all ocation of the purchase/sale price to the assets acquired/sold. This
chapter addresses both the purchase and sale of a sports franchise. Wether you
are initially assigned the purchaser's or the seller's return for exam nation
adequat e i ssue consideration requires full consideration of the other party's
all ocations and tax treatnment. In addition, if a purchase/sale price allocation
issue is raised during the exam nation of either the buyer or seller, then the
i ssue is alnost always a "whi psaw' issue requiring a rel ated case pick-up or
coll ateral exam nation request of the other party to the transaction

AUDI T | SSUES



1. Whether the buy/sell agreenent allocations anong the sport
franchise's assets properly reflect the relative fair market
val ues of the asset categories. Specific consideration of the
| RC section 1056 player contract allocation provisions are
war r ant ed.

2. \Whether the residual allocation nethod of IRC section 1060 is
properly applied in the buy/sell agreenent allocations.

3. VWhether both the buyer and the seller used the buy/sel
agreenment allocations in their respective tax returns.

4. \Whet her the buyer under exam nation properly conputed its
basis in the franchi se assets acquired. Specific
consi deration of |IRC section 1056 is warranted.

5. Wiether the seller under exam nation properly conputed its
gain on the sale of its sports franchise

VALUATI ON OF THE SPORTS FRANCHI SE

[270] As with other businesses, the valuation of a sports franchise generally
i nvol ves professional studies of the sports franchise and the arns-|ength
negoti ati ons anong the parties. Cenerally, the resulting purchase/sale price
reflected in the executed buy/sell agreenent constitutes the total fair market
val ue of the sport franchise's assets for tax purposes.

[271] In arriving at the total fair market value of the sports franchise, the
fair market val ues of individual asset categories are often addressed. The fair
mar ket val ues given in the studies to specific asset categories are rel evant
because they are likely to be the basis for, or at |east influence, the buy/sel
agreement all ocations anpbng asset categories.

[ 272] Like nost business valuations, the valuation of a sports franchise is
generally determ ned utilizing a conbination of:

1. a valuation of the entire sports franchise,
2. a valuation of the specific assets acquired,
3. an analysis of historical and future incone streans.

[273] The market nethod of valuing the entire sports franchise is based on the
prem se that the value of an asset can be estimated by analyzing the publicly
known and verifiable prices paid for simlar assets or property. For rmany sports
| eagues, the market values of the sports franchises in the | eague have skyrocketed
over the | ast decade. The potential resale value may have a greater inpact on the
resulting purchase/sale price than the valuation of specific assets or the
estimated future revenue/costs of operating the sports franchise.

[274] A sports franchise includes the assets conmon to nost other businesses,
pl us player contracts, exclusive territorial rights, sponsorship rights, and
participation in shared | eague revenue such as national broadcasting revenue. The
asset categories involved in the purchase/sale of a sports franchise are likely to
i ncl ude:

1. cash equivalents

2. season ticket advance paynents/deposits



3. various receivables

4. long-termticket subscriptions

5. player contracts

6. | ease agreenents

7. fixed assets (perhaps including a stadiumor sports arena)

8. goodwi | I, going concern value, and the franchise intangible
asset, and

9. other non-1RC section 197 intangi bl e assets.

[275] In valuing individual asset categories and individual assets, the
apprai ser may rely on a conbi nation of replacenent val ue, market value, and the
i ncone nethod. Fair market value is generally used for val uing player contracts.
The anmounts allocated to player contracts are addressed later in this chapter

[276] Allocations to intangible assets that the buyer asserts have an
ascertai nabl e val ue separate fromgoodw ||, going concern value, and the franchise
i ntangi bl e asset may be a significant issue area. Anortization of a sports
franchise's intangi bl e assets is addressed in Chapter 9.

[277] In some cases, determ nation of the actual purchase/sale price in the
buy/sel |l agreenent nmay be conplicated by contingencies. Contingent payments nmay be
provi ded for contingencies involving future | eague expansion, stadium agreenents,
food and beverage concessions, and rel ocation of the sports franchise contingency
provi sions. These are just sonme of the contingencies that nay be included in a
sports franchi se buy/sell agreenment. The cutoff date used in determning the
val uati on of the sports franchi se can have rel evant

[278] The cutoff date used in determ ning the valuation of the sports franchise
can have rel evant consequences for accrued and deferred itens of revenue and
expense. The cutoff date used can also significantly inpact the valuation of
benefits the sports franchise is entitled to such as season ticket revenues,
sponsorshi p revenues, broadcasting rights, and expansi on revenue. Accordingly,
consi deration should be given to time span accounting and valuation differences
fromthe cutoff date used in valuation studies and the actual purchase/sale date
in the buy/sell agreenent.

[279] As with other businesses, the valuation of a sports franchise and its
conmponent assets often invol ves conpl ex nethodol ogi es, approaches, and
conput ati ons. A conplete valuation of the entire sports franchise may be necessary
for the best approach. Obtaining the formal assistance of an I RS engineer or
econom st may be necessary or advi sabl e.

THE RESI DUAL ALLOCATI ON METHOD

[280] As provided in IRC section 1060 and the regul ati ons, both the buyer and
seller in asset acquisitions are required to allocate the purchase/sale price in
t he buy/sell agreenment anong the conponent asset categories using the residua
nmet hod.

[281] The residual method is set forth in Tenp. Tres. Reg. section 1.1060-1T,
1997-12 1. R B. 35 (March 24, 1997), which generally applies to asset acquisitions
after February 14, 1997. Under Treas. Reg. section 1.1060-1T, assets are divided
into five categories or "classes.” They are: Cass Il assets (consisting of cash



and cash equivalents, |ike bank accounts), Cass Il assets (liquid assets, |ike
certificates of deposit, government securities, and readily marketable stock or
securities), Cass Ill assets (all assets other than Class I, II, 1V, and V
assets), Cass IV assets (all IRC section 197 intangi bles except intangibles in
the nature of goodwi Il and going concern value), and Class V assets (intangibles
in the nature of goodw Il and going concern value). The purchase price is
allocated first to the Cass | assets (on a dollar for dollar basis), then to
Class Il assets to the extent of their fair market value, to the Cass Ill assets
to the extent of their fair market value, to the Class IV assets to the extent of
their fair market value, and finally, any residual is allocated to the Class V
assets. The differing tax treatnent of the assets in each class, for exanple, the
extent to which depreciation or anortization is available, provides an incentive
to mani pul ate the valuation or character of the assets in order to affect the
purchase price allocation.

[282] Wth regard to asset acquisitions nmade prior to February 14, 1997, Treas.
Reg. 1.1060-1T provides that the previous regul ati ons apply. The previous
regul ati ons provide that the assets are divided into four, rather than five,
categories or "classes." Under this provision, Cass Ill assets are all assets
other than dass I, Il, and IV assets. Cass |V assets are intangible assets in
the nature of goodw Il and going concern value. There is no C ass V asset
cat egory.

[283] These allocations are subject to other applicable limtations under the
Code. For exanple, in the context of a sports franchise, the allocation provisions
of 1 RC section 1056(a) for player contracts have to be taken into account in
appl ying the residual allocation nmethod rules.

[284] Oten high values are placed on player contracts, so that under the
residual nmethod as little as 10 percent is allocated to franchise rights. The
Service has the authority to value the franchise rights to deternmi ne the
reasonabl eness of the player contracts val uations.

[ 285] The mandatory use of the residual nmethod does not restrict the Service's
ability to challenge the taxpayer's determ nati on of ANY asset's fair market
val ue. Treas. Reg. section 1.1060-1T(e)(4) specifically provides:

"In connection with the exam nation of a return, the Interna
Revenue Service may chall enge the taxpayer's determ nation of
the fair market value of any asset by any appropriate nmethod and
take into account all factors, including any |ack of adverse tax
i nterests between the parties. For exanple, in certain cases the
Internal Revenue Service may make an i ndependent showi ng of the
val ue of goodwi Il and going concern value as a neans of calling
into question the validity of the taxpayer's valuation of other
assets."

PLAYER CONTRACTS

[286] I RC section 1056, Basic limtation for player contracts transferred in
connection with the sale of a franchise, reads as foll ows:

(a) GENERAL RULE

If a franchise conducting any sports enterprise is sold or
exchanged, and if, in connection with such sale or exchange,
there is a transfer of a contract for the services of an
athl ete, the basis of such contract in the hands of the
transferee shall not exceed the sum of --



(1) the adjusted basis of such contract in the hands of the
transferor imediately before the transfer, plus

(2) the gain (if any) recognized by the transferor on the
transfer of such contract.

* * * * %

[ 287] Accordingly, under IRC section 1056 the purchaser's basis in a player

contract is the seller's adjusted basis in the player contract plus the seller's

recogni zed gain on the player contract. This provision is explained in S. Rep
94-938, 94th Cong., 2d Sess. 90 (1976), 1976-3 Vol. 3 C. B. 128, which
reflects:

"The conmittee amendnment provides that in the case of the sale
or exchange of a sports franchise (or the creation of a new
franchi se) the anount of consideration allocated to a player
contract by the transferee shall not exceed the sum of the
adj usted basis of the contract in the hands of the transferor
i medi ately before the transfer and gain (if any) recogni zed by
the transferor on the transfer of the player contract. In this
way, the conmittee believes that a nore appropriate allocation
wi || be achieved since, to a substantial extent the buyer and
seller will be adverse parties with respect to the allocation
(i.e., to the extent that the anount of gain attributable to
pl ayer contracts will be fully recaptured as ordinary incone,
the buyer and seller will be operating at arms-length with
respect to the allocation)."

[288] I RC section 1056(d), Presunption as to anount allowable to player
contracts provides:

[289] The legislative history to | RC section 1056(d)

"I'n the case of any sale or exchange described in subsection

(a), it shall be presunmed that not nore than 50 percent of the
consideration is allocable to contracts for the services of
athletes unless it is established to the satisfaction of the
Secretary that a specified anount in excess of 50 percent is
properly all ocable to such contracts. Nothing in the preceding
sentence shall give rise to a presunption that an allocation of
| ess than 50 percent of the consideration to contracts for the
services of athletes is a proper allocation.”

i ndi cates that Congress

No.

i ntended only to provide a rebuttal upper limt to the anount allocable to player
contracts. H R Rep. No. 94-658, 94th Cong. 1st Sess. 117-118, 1976-3 Vol. 2 C. B

809 -

810, reflects:

"The bill also provides that in the case of the sale or exchange

of a sports franchise, it is presuned that not nore than 50
percent of the consideration is allocable to player contracts
unl ess the taxpayer can satisfy the Secretary of the Treasury
that under the facts and circunstances of the particul ar case,

it is proper to allocate an anount in excess of 50 percent.
However, your conmittee's bill makes it clear that the
presunpti on does not nean that an allocation of |ess than 50
percent of the consideration to player contracts is proper. The
proper allocation is to depend upon the facts and circunstances
of each particular case. Factors to be taken into account by the
Secretary are to include the anbunt of gate receipts received by
the past owner of the franchise (as well as the amount to be



received in the future), the anpunt of radio and tel evision
recei pts that were received by the past owner of the franchise
(as well as the anobunt to be received in the future), etc. Your
conmittee recogni zes that there are differences anong the
various sports which are relevant to the proper allocation and,
therefore intends that factors peculiar to each sport (and to
each team) be taken into account.”

[290] Thus, the legislative history indicates that | RC section 1056(d) does
not provide a presunption that 50 percent of the purchase price of a sports
franchi se should be allocated to player contracts. |RC section 1056(d) nerely
provi des a presunmed upper limt on the anmount allocable to player contracts. The
exact amount to be allocated depends on the particular facts and circunstances of
each case. See Laird v. United States, 556 F.2d 1224 (5th Cr. 1977), cert.
deni ed, 434 U. S. 1014 (1978).

[291] In First Northwest Industries v. Conm ssioner, 70 T.C. 817 (1978), rev'd
on other grounds, 649 F.2d 707 (9th Cr. 1981), an opinion issued after the
enact ment of | RC section 1056 but dealing with taxable years before its effective
date, the Tax Court rejected the Service's assertion that player contracts should
be treated as a mass asset. In reaching this conclusion the Tax Court noted that
| RC section 1056 al so envisions an allocation anong player contracts.

[292] I RC section 1056 provides a basis limtation as to the percent of the
total purchase price that can be allocated to player contracts. The portion of the
purchase price allocated to player contracts, on the other hand, is further
all ocated to the individual players' contracts and anortized over the period that
the club is expected to have control over each respective player.

[293] Wth respect to the seller of a sports franchise, the player contract
amal gamation rul e of 1 RC section 1245(a)(4) applies. Under the player contract
amal gamation rule, player contracts are treated as a consolidated asset (or nass
or pool ed asset) to the seller on the sale of a sports franchise. |IRC section

1245(a)(4) (D) defines a player contract as "any contract for the services of an
athlete which, in the hands of the taxpayer, is of a character subject to the
al | owance for depreciation provided in section 167."

[ 294] Under the player contract amal gamation rule, the seller's I RC section
1245 recapture is based on the IRC section 167 anortization claimed on all player
contracts. If the total anount allocated to player contracts in the buy/sel
agreenment exceeds the seller's adjusted basis in all of its player contracts and
al so exceeds the total anortization previously clained by the seller on its player
contracts, then, to the extent gain is recogni zed, the seller has I RC section 1245
ordinary income equal to the anortization previously clained. If, however, the
anount allocated to player contracts in the buy/sell agreenment is |less than the
seller's original cost basis in all its player contracts then the seller's IRC
section 1245 recapture is limted to the gain recognized.

[ 295] As addressed earlier, the buyer's basis in the player contracts under |RC
section 1056 is the seller's adjusted basis in the player contracts plus the gain
reported by the seller on the player contracts. Wether the seller's gain on the
pl ayer contract is an IRC section 1231 gain or I RC section 1245 ordinary gain has
no i npact on the buyer's basis. Both an | RC section 1231 gain and an |RC section
1245 ordinary gain increase the buyer's basis by an equal anount.

Extract
| RC section 1056(c)

(c) Transferor required to furnish certain information



Under regul ations prescribed by the Secretary, the
transfer[or] shall, at the tine and in the manner provided in
such regul ations, furnish to the Secretary and the transferee
the followi ng information

(1) the amount which the transferor believes to be the adjusted
basis referred to in paragraph (1) of subsection (a),

(2) the amount which the transferor believes to be the gain
referred to in paragraph (2) of subsection (a), and

(3) any subsequent nodification of either such anount.

To the extent provided in such regul ations, the anounts
furni shed pursuant to the precedi ng sentence shall be binding on
the transferor and the transferee.

[ 296] The Treasury has not promul gated regul ati ons under | RC section 1056.
TAX PLANNI NG CONSI DERATI ONS

[297] In addition to the usual tax planning considerations given to buy/sel
agreements on the purchase/sal e of the assets of a trade or business, in the
context of sports franchises, additional tax planning considerations involve the
anmounts allocated to player contracts and other intangible assets.

[298] Cenerally relevant to both the buyer and the seller is the anount
allocated in the buy/sell agreement to player contracts. The anount allocated in
t he buy/sell agreenment to player contracts determnes the seller's gain on the
pl ayer contracts and the buyer's basis in the player contracts.

[299] Due to I RC section 1245 recapture, the anounts allocated to player
contracts is likely to increase the anount of the seller's ordinary gain versus
| RC section 1231 gain on the sale. Accordingly, the seller nay have a tax
incentive to mnimze the purchase/sale price allocation to player contracts.
Because pl ayer contracts lead to anortization (with useful lives of player
contracts averaging 3 to 6 years), buyers have a tax incentive to maximze the
anount allocated to player contracts.

[300] Unlike nost other categories of taxpayers, the intangi ble assets acquired
in connection with the acquisition of a sports franchise are not IRC section 197
i ntangi bl es, the ambunts the buyer wants allocated to intangi ble assets may be
subj ected to tax planning. Because they are not anortizable, the buyer has a tax
incentive to mnimze the anounts all ocated to goodwi ||, going concern value, and
the franchi se intangi bl e asset.

[ 301] Buyers taking aggressive tax positions, may negotiate for buy/sel
agreenent allocations to what they believe are intangible assets with short usefu
lives (such as 3 to 4 years). An exanple of this is broadcasting rights which are
addressed in Chapter 9. Cearly, a 3 to 4 year anortization period beats the 15
year anortization period under I RC section 197 that is mandated for buyers of npst
ot her categories of businesses. This creates tax planning opportunities on the
acquisition of a sports franchise.

ECONOM C REALI TY, STRONG PROOF DOCTRI NE, AND THE DANI ELSON RULE
[302] As with the purchase/sale of other types of businesses, the Service is

not bound by the buy/sell agreement allocations of the purchase/sale amount to the
conponent assets in the purchase/sale of a sport franchise. Upon exam nation, the



Service can re-allocate the purchase/sale anbunt to reflect the economc reality
of the transaction and the relative fair market val ue of asset conponents. In this
regard, substance versus formis controlling for tax purposes.

[303] In First Northwest Industries v. Conmi ssioner, 70 T.C. 817, 843 (1978),
rev'd on other grounds, 649 F.2d 707 (9th Cr. 1981) the Tax Court found the IRS
was not bound by the allocation of costs by the NBA and the expansi on team

[304] Although there is no bar on the Service to chall enge the buy/sel
agreement allocations, taxpayers (either the buyer, the seller, or both) have
significant hurdles to overcone if they attenpt to disregard the buy/sel
agreenment allocations for tax purposes.

[305] As noted earlier, IRC section 1060(a) provides that the allocation of the

pur chase/ sal e anbunt anobng conponent assets in the buy/sell agreenment "shall be
bi nding on both the transferor and the transferee unless the Secretary determ nes
that such allocation (or fair market value) is not appropriate.” In addition, IRC

section 1056(a) provides that the adjusted basis and gain anbunts on player
contracts the seller furnishes to the buyer, as required by IRC section 1056(c)
"shall be binding on the transferor and on the transferee."

[ 306] Under general case law, allocations in a witten buy/sell agreement are
usual 'y binding upon the parties to the agreenent. Were the parties clearly and
unequi vocal Iy allocated anounts to asset conponents, the courts have refused to
all ow one of the parties subsequently to alter the tax consequences of the
expressed amount unl ess he/ she can overconme the contract terns by strong proof
that the agreenent does not reflect the parties' true intentions. This is known as
the strong proof doctrine. Major v. Conmissioner , 76 T.C. 239 (1981); Sonnleitner
v. Conm ssioner, 598 F.2d 464 (5th Cr. 1979).

[307] The Service and some appellate courts, relying on Comm ssioner v.
Dani el son, 389 U.S. 858 (1967), require an even stronger degree of proof before
one party will be permitted to alter the allocation for tax purposes. Under the
Dani el son rule, a party may contradi ct an unanbi guous contractual term for tax
pur poses, only by offering proof which would be adm ssible in an action between
the parties to alter that construction or to show its unenforceability because of
m st ake, undue influence, fraud, or duress.

[308] Although the Tax Court has rejected the Danielson rule, preferring the
| ess stringent strong proof rule, under the rule given in Golsen v. Conm ssioner
54 T.C. 742 (1970), aff'd, 445 F.2d 985 (10th G r. 1971), cert. denied, 404 US.
940 (1971), the Tax Court will follow a United States Court of Appeal s opinion
which is squarely on point where appeal of the Tax Court decision would lie in
that circuit. The Daniel son rule has been adopted by the Third, Fifth, Sixth, and
El eventh Circuits. See Dani el son; Spector v. Conm ssioner, 641 F.2d 376 (5th Gir.
1981), cert. denied, 454 U S. 868 (1981); Schatten v. United States, 746 F.2d 319
(6th Cir. 1984); and Bradley v. United States, 730 F.2d 718 (11th G r. 1984),
cert. denied, 469 U. S 882 (1984).

[309] In addition, H R Rep. No. 101-964, 101 st Cong., 2nd Sess. (1990),
reflects that taxpayers are bound by their IRC 1060 asset acquisition allocations
unless they are able to refute the allocation or valuation under the standard set
forth in Daniel son.

EXAM NATI ON TECHNI QUES

[ 310] The exam ner should determine in the early stage of the exam nation
whet her val uati on assistance froman I RS engi neer or economist is warranted. |If
so, submt Form 5202 to request the assistance of an IRS engineer or follow |oca
procedures to request the assistance of an I RS econom st. The national sports



franchise ISP team which is working with the engineering group in South Florida
on sports franchise valuation issues, is another sports franchise valuation
gui dance resource.

[ 311] Docunents and information that shoul d be obtained in devel opi ng sports
franchi se purchase/sal e i ssues incl ude:

1. the buy/sell agreenent,

2. all buyer and seller correspondence on the buy/sell negotiations,
under st andi ngs, etc.,

3. all valuation studies conducted by or for either the buyer or
sel l er,

4. the sports franchi se agreenent,

5. the required information previously furnished by the seller to the
buyer and the Service in accordance with I RC section 1060(b), and
| RC section 1056(c), and the regul ations, and

6. your taxpayer's tax return schedul es and workpapers on the
pur chase/ sal e.

[312] Whether you are initially assigned the purchaser's or the seller's
return for exam nation, adequate issue consideration requires full consideration
of the other party's allocations and tax treatnment. If the other party did not
foll ow the buy/sell agreement conponent asset allocations, this may indicate the
al | ocations have no economnic substance or are not at fair narket value. In
addition, if a purchase/sale price allocation issue is in fact raised during the
exam nation of either the buyer or seller, then the issue is al nost always a
"whi psaw' issue requiring a related case pick-up or collateral exam nation request
of the other party to the transaction

[313] If you are assigned the buyer's return, obtain a copy of the seller's
return, and if you are assigned the seller's return, obtain a copy of the buyer's
return. First, check AIM5 to see if the other party is under examination and
verify the service center and district with which the other party files. If the
other party is an out of district taxpayer, consider pursuing collateral
exam nation procedures in the early stages of your exam nation

[314] The I RC section 1056 player contract provisions and | RC section 1060 are
based on an assunmed adversity of tax interests anong the buyer and the seller. To
the extent this is not the case, the buy/sell agreenment allocations may warrant
addi ti onal consideration.

[ 315] Consider determning to what extent the buyer and seller have adverse tax
interests in the various asset conponent allocations. Because the assumed tax
adversity may not exist for the seller, this is especially the case if you are
assigned the buyer's tax return. Factors inpacting the seller's tax posture
include the tax differential between the ordinary income tax rate and the capita
gai ns tax rate and whether the seller has unused net operating |losses or capita
| osses. Since a G Corporation's capital gains are taxed at the regular corporate
tax rate, whether the seller is a G Corporation, S Corporation, or a partnership
can be rel evant.

[316] Determine if the total anpbunt allocated to player contracts in the
buy/sell agreenent reflects the fair market value of the sports franchise's player
contracts. Consider whether the player contract terns, contract periods, and the



athletes' fair market trade values on the buy/sell agreenment date are in line with
t he amount allocated to player contracts.

[317] The buyer has a tax incentive to allocate nmore to player contracts with
shorter useful lives than player contracts with | onger useful lives. If you are
assigned the buyer's tax return, consider the buyer's allocation of the tota
anount allocated to player contracts in the buy/sell agreenent to the individua
pl ayer contracts. Conpare the seller's adjusted basis in the individual player
contracts and the gains reported with the buyer's individual player contract
purchase/sal e price allocations.

[318] If you are assigned the seller's tax return and there is a tax
consequence in whether gains are ordinary versus capital, verify the seller's IRC
section 1245 recapture anount on the player contracts.

CHAPTER 11
LEAGUE EXPANSI ON
OVERVI EW

[319] Over the | ast decade, many sports | eagues have added new sports
franchises to their |eagues through | eague expansi on. League expansion results in
a significant paynent by the expansion sports franchise ownership group to the
| eague, which is then usually divided anmong the established sports franchises in
t he | eague.

[ 320] The expansi on sports franchise grants the new franchi see the excl usive
right to hold | eague ganes in a specified geographical area. Ancillary assets and
rights are also transferred to the expansion sports franchise. As part of its
sports franchise, the expansion sports franchise generally has an equal right to
share in future | eague revenue. A major source of |eague revenue is revenue from
nati onal broadcasting rights and | eague sponsorship rights.

[321] In nost instances, the expansion sports franchise obtains the same rights
and obligations as the already established sports franchises in the |eague. This
i ncludes participation in | eague voti ng.

[322] An expansion draft is often included, in which the expansion sports
franchise is able to obtain the rights to player contracts held by the established
sports franchises in the | eague. In addition, |eague expansion often grants the
new sports franchi se additional draft picks in future player drafts.

[323] The two mmj or asset categories transferred for tax purposes to the
expansi on sports franchise are: (1) the sports franchise intangible asset, and
(2) the right to acquire player contracts fromthe established sports franchi ses
in the sports | eague. Potential issues exist concerning whether additiona
i ntangi bl e assets that are separable fromthe franchise intangible asset are also
transferred fromthe | eague and the established sports franchises to the expansion
sports franchi se.

[324] There will typically be an expansi on agreenent between the |eague and the
expansi on sports franchise. As a general rule, both the expansion sports franchise
and the established sports franchises are bound by the allocation of the expansion
price anong the asset conponents reflected in the expansi on agreenent. However,
the Service is not bound by the expansion price allocation anong the asset
conmponents reflected in the expansion agreenment. In First Northwest Industries v.
Commi ssioner. 70 T.C. 817, 843 (1978), rev'd on other grounds, 649 F.2d 707 (9th
Cir. 1981) the Tax Court held the Service was not bound by the allocation of costs
by the sports | eague and the expansion sports franchi se.



[325] Cenerally, what is addressed in Chapter 10 on the purchase and sale of a
sports franchi se al so applies to new sports franchises created in a sports |eague
expansion. Instead of reiterating what is addressed in Chapter 10, this chapter
focuses on aspects unique to | eague expansi on

AUDI T | SSUES

1. Whet her the expansion agreenent allocations anbng the assets
transferred properly reflect the relative fair market val ues of
the asset categories. Specific consideration of the |IRC section
1056 player contract allocation provisions are warranted.

2. Whether the residual allocation nmethod of I RC section 1060 is
properly applied in the expansi on agreenent allocations.

3. Whether the existing sports franchises in the | eague and the
expansi on sports franchi se used the expansi on agreenent
purchase/sale price allocations in their respective tax returns.

4. \Whet her the expansion sports franchise properly conputed its basis
in the assets acquired. Specific consideration of |IRC section 1056
i s warranted.

5. Whet her the established sports franchi ses properly conputed their
gai ns on the | eague expansion

TAX LAW APPLI CATI ON
Est abl i shed Sports Franchi ses

[326] Rev. Rul. 71-123, 1971-1 C.B. 227, addresses a professional footbal
| eague expansi on. The expansion agreenent granting the new sports franchise
provi ded that the expansion sports franchise was to pay a stated anount to the
sports | eague. A portion of the paynment was to be retained by the | eague, with the
bal ance distributed among the | eague's established sports franchises. Under the
expansi on agreenent, the new sports franchi se made the paynents in question as
consi deration for the assignment of three player contracts by each of the
est abl i shed sports franchises to the expansion sports franchise. The anount
distributed to each of the established sports franchi ses exceeded the value of the
three player contracts transferred.

[ 327] The Service concl uded that the anobunt received by the established sports
franchises for their three player contracts transferred to the expansion sports
franchi se were taxed based on the guidance given in Rev. Rul. 67-380, 1967-2 C B.
291. This resulted in IRC section 1231 gains and | RC section 1245 ordinary incone
recapture to the established sports franchises on the sale of their player
contracts.

[ 328] The player contract anmal gamation rule of I RC section 1245(a)(4), which is
addressed in Chapter 10, does not apply in conputing an existing sports
franchise's I RC section 1245 gains on player contracts transferred to the
expansi on sports franchise. This is based on the |egislative history behind IRC
section 1245(a)(4), which indicates the player amalgamation rule only applies if a
sports franchise, together with substantially all of its player contracts, is
sol d.

[329] S. Rep. No. 94-938, 94th Cong., 2d Sess. 90 (1976), 1976-3 Vol. 3 C. B
128, reflects "The special recapture rules [IRC section 1245(a)(4)] would only
apply in the case of the sale or exchange of the entire sports franchise and not



in the case of the sale or exchange of individual player contracts. Foot note 2
reflects "The sale of an individual player contract will continue to be governed
by the general recapture rule of sec. 1245." Refer to Chapter 12 for additiona
gui dance on the sale of individual player contracts.

[330] In Rev. Rul, 71-123, the Service also concluded that the ambunts received
by the existing sports franchises in excess of the anounts allocable to player
contracts was received by themfor their franchise property right. The Service
held "the new franchise is a valuable property right that was created by the old
teans * * * the grant of the franchise was the sale of a capital asset by the old
teans to the new team "™ Therefore, the gain attributable to the franchise property
rights was held to be capital gain under | RC section 1222.

[331] In Rev. Rul. 71-583, 1971-2 C. B. 312, the Service addressed a sinilar
situation. In conjunction with the | eague's expansi on, an expansi on team was
established in the sanme geographical area as an existing | eague franchi se. Because
of this, the existing franchise was awarded a greater share of the expansion
payment fromthe new sports franchise. This was due to the existing franchise's
relinqui shnment of part of its exclusive right to host games within its
geogr aphi cal area.

[332] The Service concluded that even though the existing sports franchise
received nore than the | eague's other franchises (due to its greater
relinqui shnent of property rights), the Service's ruling in Rev. Rul. 71-123
applies. The Servi ce held that "the anount received by the instant taxpayer for
the relinquishnent of its exclusive territorial rights is an amount received for
the sale of a capital asset and resulted in a capital gain TO THE EXTENT OF THE
AMOUNT RECEI VED. "

[333] "To the extent of the amount received" is significant in that it reflects
the established sports franchise has no tax basis in the relinquishment of part of
its exclusive territorial rights which is part of the franchise intangible asset.
This reflects the Service's position that the established sports franchises do not
have a determ nable tax basis in the portion of their franchise property rights
transferred in a | eague expansion. Since they do not have a determ nable tax basis
in the portion of their franchise property rights transferred to the new sports
franchise, the full anount allocated to their franchise property rights
constitutes capital gains to the established sports franchi ses.

[ 334] However, in First Northwest Industries v. Commi ssioner. 649 F.2d 707 (9th
Cr. 1981), remanding 70 T.C. 817, 843 (1978), the Tax Court rejected the
governnent's argunent that the taxpayer did not have a tax basis in the franchise
property rights transferred to an expansion sports franchise. Inits April 26
1979 Action on Decision, the Service stated "The court [Tax Court] erred in
hol di ng that an existing team may of fset expansion proceeds by a ratable portion
of its franchise acquisition costs.”

[ 335] Wiether the taxpayer was entitled to claima tax basis in the franchise
property rights was appealed to the Ninth Crcuit. The Ninth Crcuit
concl uded:

"A portion of the remaining 'basic nonterm nable rights' was
transferred. /9/ The Tax Court nade no attenpt, however, to
determ ne the cost of these rights. Only if their cost can be
satisfactorily ascertai ned may taxpayer subtract its basis in
the portion transferred. /10/ See United States v. Laird, 556
F.2d 1224 (5th Gr. 1977), cert. denied, 434 U S 1014, 98 S. C
729, 54 L. Ed. 2d 758 (1978) (permtting anortization of player
contracts because they had ascertai nable value and limted
useful life); Ralph W Fullerton Co. v. United States, 550 F.2d



548 (9th G r. 1977) (refusing to permt |oss deduction for |ost
accounts where cost of individual accounts could not be
satisfactorily ascertained).

Al of the 'basic nonterm nable rights' acquired by taxpayer
derive value fromthe | eague's goodwi ||, and sale of new teans
is a 'portioning out' of NBA goodwill. See Rev. Rul. 71-583. The
critical question on remand will be whether there is sufficient
evidence to allocate the $ 1,000,000 cost between those rights
whi ch were and those which were not transferred. Recognizing
that they all are related to goodwi ||l does not resolve the
guestion.

On remand, the Tax Court will determ ne whether there is
sufficient evidence to ascertain the cost of the rights which
were transferred. If there is, taxpayer may subtract its basis.”

[ 336] Footnote nunber 9 reflects the rights in question, to "include the right
to share in national broadcasting revenues, all- star and playoff gane proceeds,
expansi on proceeds, and proceeds of NBA pronotional and advertising activities.”

[337] As addressed above in Rev. Rul. 71-123 and Rev. Rul. 71- 583, the
Service's position remains that the franchise property rights transferred in a
| eague expansion (1) do not have an ascertai nabl e val ue separate fromthe retained
franchise property rights, and (2) do not have a determ nable useful Ilife.

Expansi on Sports Franchi ses

[338] The sane general tax provisions that apply to the purchase of an existing
sports franchise also apply to the purchase of an expansion sports franchise.
Refer to Chapter 10 for additional guidance on the tax treatment given to the
acquisition of a sports franchise through | eague expansion

[339] It has been asserted that |IRC section 1056 does not apply to the creation
of a new sports franchi se via | eague expansi on, because it does not constitute the
sal e or exchange of an existing sports franchise. The governnent's position is
that I RC section 1056 applies to the creation of a new sports franchise as part of
a | eague expansi on.

[ 340] The above coverage of Rev. Rul. 71-123 and 71-583 reflects how the
Service treats the creation of a new sports franchise in a | eague expansion as the
sal e or exchange of player contracts and relinqui shment of part of each of the
est abli shed teans' franchise property rights. In addition, S. Rep. No. 94-938,
94t h Cong., 2d Sess. 90 (1976), 1976-3 C.B. 128, in addressing IRC section 1056
specifically states:

"The conmittee amendnment provides that in the case of the sale
or exchange of a sports franchise (OR THE CREATION OF A NEW
FRANCHI SE) the ampbunt of consideration allocated to a player
contract by the transferee shall not exceed the sum of the
adj usted basis of the contract in the hands of the transferor
i medi ately before the transfer and gain (if any recogni zed by
the transferor on the transfer of the player contract.”
[underlining added]™"

Accordingly, just as the provisions of IRC section 1056 apply to the
purchase/ sal e of an existing sports franchise, the provisions of IRC section 1056
al so apply to the creation of a new sports franchi se via | eague expansion. The IRC
section 1056 provisions are addressed in detail in Chapter 10.



EXAMPLE -- LEAGUE EXPANSI ON

The successful sports | eague decides to expand by one sports
franchi se. The expansion sports franchise purchase/sale price is
established to be $ 100 mllion. In addition to the nunerous
sports franchise property rights transferred on the awardi ng of
t he expansi on franchi se, the expansion franchise is entitled to
acquire 3 player contracts fromeach of the 10 established
sports franchises in the Successful sports |eague. A Successfu
sports | eague comiittee is to negotiate with the expansion
sports franchise's representatives on the fair market value of
each of 30 player contracts to be transferred to the expansion
sports franchise

Each of the 10 established sports franchises is to receive an
anount equal to the agreed on fair market value of its 3 player
contracts transferred to the expansion franchise. Since the
total fair market value of all 30 player contracts is
anticipated to be substantially less than $ 100 mllion, the
expansi on agreement provides that the bal ance of the $ 100
mllion ($ 100 nmillion less the agreed on fair market val ue of
the 30 player contracts transferred) is to be distributed
equal ly anong the ten established sports franchises.

The expansi on agreenent provides that $ 10 mllion of the
bal ance of the $ 100 mllion not allocated to player contracts
is allocated to XYZ intangible asset. The renai ni ng bal ance of
the $ 100 nillion is to then be allocated to the sports franchise
property right.

The sports | eague commi ttee and expansi on sports franchise
subsequently agree that the fair market value of the 30 player
contracts transferred to the expansion sports franchise is $ 50
mllion. Accordingly, under the expansi on agreenent:

-- $50mllionis allocated to player contracts,
-- $10 mllionis allocated to the XYZ intangible, and

-- $40 mllion is allocated to the sports franchise
property rights.

ABC, one of the 10 established Successful sports |eague
franchises, had its 3 player contracts transferred to the
expansi on sports franchi se valued under the agreenent at $ 6
mllion ($ 6 mllion of the total $ 50 mllion fair market val ue
of the 30 player contracts is attributable to ABC s 3 pl ayer
contracts). Accordingly, under the expansion agreenent, ABC
received $ 6 million for its player contracts, $ 1 million (1/10
of $ 10 million) for its share of the XYZ intangible, and $ 4
mlilion (1/10 of $ 40 million) for its sports franchise property
rights.

ABC s tax consequences include a likely $ 1 nmillion capital gain
on the XYZ intangible and a $ 4 mllion capital gain on the
franchi se property rights. If ABC clained a tax basis in either
the XYZ intangible or its franchise property rights, then this
woul d appear to be an exam nation issue.

Because the player amal gamation rule of I RC section 1245(a)(4)



does not apply, the conmputation of ABC s |IRC section 1245
recapture gains on the 3 player contracts is conputed

i ndividually for each player contract. The foll owi ng summari zes
for each of ABC s 3 player contracts (1) the sales price (fair
mar ket val ue) under the expansion agreenent, (2) ABC s adjusted
basis, (3) ABC s total gain, and (4) ABC s prior player contract
anortization.

ABC s
Fair ABC s Prior
Mar ket Adj usted ABC s Year
Val ue Basi s Gain Anortization
Strong Player Contract $ 3 M $1 M $2M $1M
Fast Pl ayer Contract $2 M $1 M $1 M $2 M
Bi g Pl ayer Contract $1 M $1 M 0 $1M

Total s

$6M $3 M $3 M $4 M

$ 1 mllion of ABCs Strong Player Contract gain of $ 2 mllion is
| RC section 1245 recapture income, and the $ 1 million balance is
an | RC section 1231 gain. ABC s Fast Player Contract gain of $ 1
mllion is all IRC section 1245 recapture incone. ABC has no
gain on its Big player contract. Accordingly, ABC s player
contract gains are sunmarized as foll ows:

| RC Sec. | RC Sec. ABC s
1245 1231 Tot a
Recapture Gai n Gin
Strong Player Contract $ 1 M $1M $ 2 M Fast Player Contract
$1M 0 $ 1 M Big Player Contract 0 0
0
Total s $2M $1M $3M

If the player contract anmal gamation rule was inproperly used,

the entire $ 3 mllion gain on player contracts would all be IRC
section 1245 recapture incone since the prior year anortization
on all 3 player contracts exceeded the $ 3 mllion total gain

Under | RC section 1056, the new sports franchise's tax basis in
the 3 player contracts acquired fromABCis $ 6 million. This
consists of ABC s adjusted basis in the 3 contracts of $ 3
mllion plus ABC s gain on the 3 player contracts of $ 3 million

Based on the expansion agreenent and the application of IRC
section 1056, the expansion sports franchise's tax basis is:

Pl ayer Contracts $ XX mllion (see comment bel ow) The XYZ

i nt angi bl e asset $ 10 mllion The franchise intangible asset $ 40
mllion

Total Basis $ 50 million plus $ XX mllion

The expansion sports franchise's tax basis includes its player
contract basis amobunt of $ 6 million fromABC s 3 pl ayer
contracts plus its player contract basis anmounts (under |RC



section 1056) from each of the 9 other established sports
franchises in the Successful sports | eague.

The I RC section 1056 basis ampunt in the 3 contracts transferred
from ABC equal the fair market value assigned to ABC s pl ayer
contracts because ABC reported (recognized) the realized gain on
each of its 3 player contracts. This is not necessarily the case
for the player contracts received fromthe 9 other established
sports franchises. This will not be the case to the extent that
t he ot her established sports franchi ses have a tax |oss, or
realized but unrecognized gains on any of their player contracts
transferred to the expansion sports franchise.

If the expansion sports franchise clainms anortization on the XYZ
i ntangi ble, this would appear to be an exam nation issue.

EXAM NATI ON TECHNI QUES

[ 341] Docunents and information that shoul d be obtained in devel opi ng sports
| eague expansi on purchase/sal e i ssues incl ude:

1. the expansion agreenent,

2. all |eague and expansion sports franchise correspondence on the
expansi on agreenent negoti ati ons, understandi ngs, etc.

3. all valuation studies conduct ed,
4. the expansion sports franchi se agreenent,

5. the required information previously furnished by the established
| eague sports franchises to the expansion sports franchise and the
Service in accordance with I RC section 1060(b), and IRC section
1056(c) and the regul ations, and

6. your taxpayer's tax return schedul es and workpapers on the | eague
expansi on purchase/ sal e.

[342] Refer to Chapter 10 for coverage of exam nation techni ques comon to
both a purchase/sale of an existing sports franchise and the purchase/sal e of an
expansi on sports franchise

[343] As noted in Chapter 10, exami nation changes to the purchase/sale
agreement are usually "whi psaw' adjustnents that have tax consequences to both
parties in the purchase/sale of an established sports franchi se. The "whi psaw’
i ssue tax consequences of a reallocation in a sports | eague expansi on agreenent
can be significant.

[ 344] For example, consider the NFL which had 28 sports franchises prior to its
expansion in 1993. An exam nation issue on one of the NFL's 31 sports franchises,
i n which the expansi on agreenent allocation is changed, has "whi psaw' issue
potential for the other 30 teanms in the sports |eague. Accordingly, the nationa
| SP sports teamis considering a requirenment that before a sports franchi se | eague
expansi on agreenent allocation is challenged during an exam nation, the exam ner
must first coordinate the potential reallocation issue with the ISP sports team

CHAPTER 12

SALES AND EXCHANGES OF | NDI VI DUAL PLAYER CONTRACTS



| NDUSTRY PRACTI CE

[ 345] Cccasionally, a sports franchise will sell a player contract. However,
nore frequently, a sports franchise will trade one or nore player contracts for
pl ayer contracts owned by another sports franchise in the | eague. Future draft
pi cks are often included in these trades.

[ 346] The special provisions under | RC section 1245(a)(4) and I RC section 1056
for the transfer of player contracts on the purchase/sale of a sports franchise
are addressed in Chapter 10. Transfers of player contracts in a sports |eague
expansi on are addressed in Chapter 11

[347] This chapter addresses the tax treatnent of player contract trades anpng
est abl i shed sports franchises in a sports | eague not associated with the
purchase/ sal e of an established or expansion sports franchise.

AUDI T | SSUES

[348] Potential audit issues for purchases, sales, or trades of player
contracts not connected with the purchase/sale of an established or expansion
sports franchise incl ude:

1. Wiether the seller or transferor (player trades) properly reported
t he amount of | RC section 1245 and | RC section 1231 gai ns.

2. Whet her the purchaser or transferee (player trades) properly
conputed its tax basis under |IRC section 1012 and | RC section 1031
in the player contracts acquired.

TAX LAW APPLI CATI ON
Gai ns and Losses on Player Contracts G ven Up

[349] Pl ayer contracts constitute intangi ble personal property. As addressed in
Chapter 9, if the player contract has a useful life of nore than a year, it nust
be capitalized and anortized over the life of the player contract under |IRC
section 167.

[350] Gains and | osses on the sale or exchange of player contracts held by the
sports franchise for nore than a year constitute I RC section 1231 gai ns and
| osses. However, to the extent of anortization clainmed under |IRC section 167,
pl ayer contract gains are subject to | RC section 1245 ordi nary incone recapture.

[351] In general, player contract trades qualify for I RC section 1031
nonrecognition treatnent for |ike kind exchanges. Gains recognized on player
contract trades are limted to the amount of boot and, if applicable, non-
qual i fying property received by the transferor.

[352] Rev. Rul. 67-380, 1967-2 C.B. 291 and Rev. Rul. 71-137, 1971-1 C.B. 104,
specifically address these general provisions for sports franchise player
contracts.

[353] IRC section 1031(a) provides that no gain or loss is recognized if
property used in a trade or business is exchanged solely for |ike kind property.
Under | RC section 1031(b), any realized gain is recognized to the extent noney or
property that is not like kind is received in the exchange. Treas. Reg. section
1.1031(b)-1(c) provides:

Consi deration received in the formof an assunption of
liabilities (or a transfer subject to a liability) is to be



treated as "other property or noney" for the purposes of section

1031(b). Where on an exchange described in section 1031(b),

each

party to the exchange either assunes a liability of the other

party or acquires property subject to a liability; then, in

determ ning the anmount of "other property or noney" for purposes

of section 1031(b), consideration given in the formof an

assunption of liabilities (or a receipt of property subject to a
liability) shall be offset against consideration received in the
formof an assunption of liabilities (or a transfer subject to a

liability). See section 1.1031(d)-2, examples (1) and (2).

[354] To the extent of I RC section 1245 recapture, gains recogni zed on

trades are ordinary gains. The I RC section 1245(a)(4) anal gamation rule
contracts (addressed in chapter 10) only applies to player contracts

in connection with the purchase/sale of an entire sports franchise. Accord

the 1 RC section 1245(a)(4) anal gamation rule does not apply to the

of two or nore player contracts by a sports franchise to anot her

pl ayer contract basis versus an aggregate player contract basis.

[ 355] Accordingly, the tax treatnment to the transferor on the sale or
of a player contract is the sane as the tax treatnent given the sale or

sal e or trade

pl ayer

ngly,

for player
transferred

sports franchise
This means the I RC section 1245 recapture provisions are applied on an individua

of tangi bl e personal property, such as machinery, used in any trade or bus

[356] In the sports franchise's tax year in which a player is cut, the sp
franchise is entitled to an ordi nary deduction under I RC section 165 for its

adj usted basis in the player contract.

ness.

orts

[357] Cenerally, a sports franchise does not have an ascertai nable tax basis
future draft picks GVEN UP in a player trade (treated as an inseparable part of
the franchi se intangi ble asset). Accordingly, in determ ning the sports
franchise's basis in player contracts acquired in trades, a zero adjusted basis
shoul d be used for future draft picks given up in the trade. To the extent a gain
on a future draft pick given up in a trade is recogni zed under |RC section

the gain is an I RC section 1231 gai n.

1031,

[358] A potential emerging issue, that future draft picks and existing player
contracts do not constitute |ike kind property for purposes of |IRC section 1031,

is addressed at the end of this chapter

Tax Basis in Acquired Player Contracts

[359] If a sports franchi se purchases a player contract, the cost basis
provi sions of IRC Section 1012 apply. If a sports franchise acquires a pl ayer
contract in a player trade, the basis provisions of IRC section 1031 apply.
pl ayer trade the sports franchise's basis in the player contract(s) acquired is:

1. its adjusted basis in the player contracts given up in the trade,

2. less the player contract liabilities transferred,
3. plus player contract liabilities assuned in the exchange,

4. plus any gain recogni zed due to the recei pt of boot.

In a

[360] IRC section 1056, which is addressed in Chapter 10, only applies to
pl ayer contracts transferred in connection with the purchase/sale of an entire
sports franchi se. Accordingly, the IRC section 1056 sports franchi se buyer basis
rules do not apply to the sale or trade of two or nore player contracts anong

sports franchises.

exchange
exchange

in



[361] A sports franchise ACQU RING future draft picks in a player trade wll
have a tax basis in the draft picks acquired based on the application of IRC
section 1031. The sports franchise's tax basis in the future draft pick becones
part of the sports franchise's capitalized cost basis in the player contract
signed as a result of the draft pick

[ 362] Accordingly, except for the future draft pick basis "winkle" addressed
above, the tax basis rules on the acquisition of player contracts is the same as
the tax basis rules on the purchase or exchange of tangi bl e personal property,
such as machi nery, used in any trade or business.

[363] EXAMPLE -- PLAYER CONTRACT TRADE

Sports franchise A and sports franchise B are unrel ated cal endar
year TEFRA partnerships. Sports franchise A trades the player
contract of athlete Strong (Strong player contract) for sports
franchi se's B player contract of athlete Fast (Fast player
contract) on January 1, 1996.

Sport franchise A's Strong pl ayer contract was entered into on
January 1, 1994. On January 1, 1996, there are 2 years renaining
on the original 4 year contract. A’ s original anortizable basis
in the Strong player contract was $ 800, 000, and A cl ai ned

$ 200,000 of anortization for the year 1994 and $ 200, 000 for the
year 1995. Accordingly, A s adjusted basis in the Strong pl ayer
contract on January 1, 1996, is $ 400,000. The paynents remai ni ng
on the Strong Player contract on January 1, 1996, are $ 300, 000.

Sports franchise B's Fast player contract was entered into on
January 1, 1995. On January 1, 1996, there are 3 years renaining
on the original 4-year contract. B s original anortizable basis
in the Fast player contract was $ 600,000, and B clainmed $ 150, 000
of anortization for the year 1995. Accordingly, B s adjusted
basis in the Fast player contract is $ 450,000 on January 1,

1996. The payments remmi ning on the Fast Player contract on
January 1, 1996, are $ 400, 000.

Due to the team needs of both sports franchises, and taking into
account the relative fair market val ues of the two player
contracts (based on Strong's and Fast's prior season
performance) on January 1, 1996, sports franchise A agrees to an
even trade (no cash or other property consideration by either A
or B) of its Strong player for sports franchises B' s Fast
pl ayer.

Sports franchise A and sports franchi se B agree that on January
1, 1996, the fair market value of the Strong player contract is

$ 500,000, and the fair market val ue of the Fast player contract
is $ 600, 000.

The gain conputed by sports franchise A and sports franchise B
is determ ned as foll ows:

Sports Sports
Franchi se Franchi se
A B

Consi der ati on

Recei ved:



FMV of Fast Player Contract $ 600, 000
Strong Contract Liability Transferred $ 300, 000

FM/ of Strong Player Contract $ 500,000 Fast Contract
Liability Transferred $ 400,000 Total Consideration Received
$ 900, 000 $ 900, 000
Less Adjusted Basis In Contract
Transferred $ 400, 000 $ 450, 000
Gain Realized $ 500, 000 $ 450, 000
Gai n Recogni zed $ 0 $ 100, 000

Sports franchise A does not have a gain recogni zed because it
recei ved no boot. It received no boot because the player
contract liability assumed of $ 400,000 exceeded its player
contract liability transferred of $ 300, 000.

Sports franchise B has a recogni zed gain of $ 100,000 since
this is the amount of boot received. Sports franchise B received
$ 100, 000 of boot in the exchange because the player contract
liability it transferred of $ 400,000 exceeded the player
contract liability it assuned of $ 300,000. Due to the $ 150, 000
anortization clainmed in 1995, all of B's recognized gain of
$ 100,000 is I RC section 1245 recapture ordinary incone.

Sport franchise A's and sports franchise B s tax basis in the
pl ayer contracts acquired in the trade are conputed as foll ows:

Sports Sports
Franchi se Franchi se
A B
Adj usted Basis In Contract G ven Up $ 400, 000 $ 450,000 Less liability
Transferred (300, 000) (400,000) Plus Liability Assuned
400, 000 300,000 Plus Gain Recognized 0
100, 000

Tax Basis in Contract Acquired $ 500, 000 $ 450, 000

Sport franchise A's tax basis in its newWy acquired Fast player
contract is $ 500,000 as conputed above. This is conprised of its

$ 400, 000 adjusted basis in the Strong player contract it traded
to B plus the additional $ 100,000 player contract liability A
assuned in the trade. A anortizes its $ 500,000 adjusted basis in
its newy acquired Fast player contract over the three years
remai ni ng on the Fast player contract.

Sport franchise B's tax basis in its newWy acquired Strong

Pl ayer contract is $ 450,000 as conputed above. This is conprised
of its $ 450,000 adjusted basis in the Fast player contract it
traded to sports franchise A less the net $ 100,000 contract
liability relieved of on the trade plus the $ 100,000 gain it
recogni zed on the trade. Sports franchise B anortizes its

$ 450,000 adjusted basis inits newy acquired Strong pl ayer
contract over the two years renmaining on the Strong player
contract.



EXAM NATI ON TECHNI QUES
[ 364] Docunents and information that shoul d be obtained include:

1. A copy of all player contract sale or trade agreenents for the tax
year under exam nation.

2. The sports franchi se's workpapers and schedul es on the
comput ati ons of gains and |osses for the tax year under
exam nation. This includes workpapers and schedul es which
reconcile with the return Form 4797 anounts.

3. For the prior, current, and subsequent tax years:
a. the sports franchise's schedul es and wor kpapers reflecting:
1) the player contracts owned by the sports franchise,

2) the sports franchise's tax basis in each player
contract, and

3) the useful life used by the sports franchise for each
pl ayer contract,

b. to the extent not included in (a), copies of the schedul es
and wor kpapers used to conmpute player contract amortization
Thi s shoul d include any schedul es and wor kpapers necessary to
reconcile this with the total player contract anortization
amount reflected on return Form 4562.

Gai ns and Losses on Player Contracts Gven Up

[ 365] For player trades, focus on the player trades in which your sports
franchi se received cash or other taxable boot (such as player contract Iliabilities
given up in excess of player contract liabilities assuned) in the IRC section 1031
exchange.

[ 366] Detail ed guidance on the conputation of the IRC section 1231 and 1245
gai ns on player contracts is not addressed in this guide because it is the sane as
for sales and exchanges of tangi bl e personal property by any business taxpayer.

For general guidance, refer to the coverage given earlier in this chapter under
tax | aw application.

[367] I RC section 165 abandonnment | osses on players cut shortly after the
pl ayer's contract was acquired may warrant consideration. If the player contract
was acquired in connection with the acquisition of the sports franchise (either
t he purchase of an existing sports franchise or an expansi on sports franchise),
consider the basis allocated to player contract in the acquisition. To obtain |RC
section 165 | oss deductions, a new sports franchise nmay allocate nore of the
purchase price than warranted to players contracts of players it plans on cutting.

[ 368] A conmon exam nation technique is to anal yze the taxpayer's prior and
subsequent year's player contract |istings, depreciation, and anortization
schedul es. Player contracts on the prior or current year's schedule that are
omtted fromthe current or subsequent year's schedul e should be reconciled to the
sports franchise's player contract gain and | oss return schedul es.

Tax Basis in Acquired Player Contracts



[ 369] Detail ed guidance on the conputation of the tax basis under |IRC section
1012 and 1031 on player contracts is the sane as for tangi ble personal property of
ot her busi ness taxpayers. For general guidance, refer to the coverage given
earlier in this chapter under tax |aw application

[370] In player contracts acquired in a nultiple player contract trade, you may
want to ascertain that nore basis than warranted is not allocated to the player
contracts acquired with the shortest useful I|ives.

POTENTI AL EMERG NG | SSUE ON FUTURE DRAFT PI CKS

[371] The coverage gi ven above on | RC section 1031 exchanges assunes that a
pl ayer contract and a future draft pick are |like kind property. There nmay be a
potential enmerging issue on whether this is, in fact, the case.

[372] This potential energing issue inpacts whether the trade of a single
future draft pick for a single existing player contract can qualify for IRC
section 1031 nonrecognition. For nmultiple future draft and player contract trades,
it inmpacts whether other property (nonlike kind) is received in the exchange.

[373] Treas. Reg. section 1.1031(a)-2(c)(1l) provides the general rule that
exchanges of intangi ble personal property qualify under I RC section 103

* * * only if the exchanges of properties are of a like kind. No
like classes are provided for these properties. \Wether
i ntangi bl e personal property is of a like kind to other
i ntangi bl e personal property generally depends on the nature or
character of the rights involved (e.g., a patent or a copyri ght)
and al so on the nature or character of the underlying property
to which the intangi bl e personal property rel ates.

[374] Treas. Reg. section 1.1031(a)-2(c)(2) provides "The goodw || or going
concern value of a business is not of a like kind to the goodwi Il or going concern
val ue of anot her business."

[375] The underlying property for both a future draft pick and a current player
contract is the future or current contractual services of a professional athlete.
However, while a sports franchise has a separable ascertainable value and basis in
pl ayer contracts (separable fromgoodw ||, going concern value, and the franchise
i ntangi bl e asset), this does not appear to be the case for future draft picks. It
appears that future draft picks of a sports franchise are inseparable fromits
franchi se intangi bl e asset.

[376] Accordingly, it appears that future draft picks and existing player
contracts do not constitute Iike kind property for purposes of |IRC section 1031

EXHBIT A
SPORTS FRANCHI SE CI TATI ONS
CODE, REGULATI ONS, AND COWM TTEE REPORTS
| RC section 197(e)(6) I ntangi bl es acquired in
connection with the acquisition
of a sports franchise are not IRC

section 197 intangi bl es

H R Rep. No. 103-213, 103rd Cong., On enactnent of IRC section 1st Sess. (1993),
1993-3 C. B. 197(e)(6) 555-560,



| RC section 1056 Pl ayer Contracts

S. Rep. No. 94-938, 94th Cong., Addresses | RC section 1056 2d Sess. 90 (1976),
1976-3 Vol. 3 C B. 124-129

H R Rep. No. 94-658, 94th Cong., Addresses |IRC section 1056 1st Sess. 117-118,
1976-3 Vol. 2 C B. 770-777 & 807-810

| RC section 1245(a)(4) Pl ayer contract amal gamation rule
SERVI CE GUI DANCE
REVENUE RULI NGS
Rev. Rul. 67-379, 1967-2 C. B. 127 Cost of baseball player contracts

Rev. Rul. 67-380, 1967-2 C. B. 291 Trade of player contract
consi dered |ike-kind exchanges

Rev. Rul. 69-170, 1969-1 C. B. 28 St adi um structures (seats,
lights, scoreboard, etc.)

Rev. Rul. 70-318, 1970-1 C. B. 113 Accounting nmet hod change on
pl ayer contract acquisition costs

Rev. Rul. 71-123, 1971-1 C B. 227 Amount s recei ved for player
contracts transferred to
expansi on team

Rev. Rul. 71-137, 1971-1 C. B. 104 Foot bal | pl ayer contracts, costs
i ncl uded

Rev. Rul. 71-583, 1971-2 C. B. 312 Payments for relinqui shnent of
exclusive territorial rights are
consi dered as paynents for
capital asset, capital gain
treatnent all owed

COURT CASES

Artnell Co. v. Conm ssioner. Deferral of season ticket revenue 400 F.2d 981
(7th CGr. 1968), acq., 1968-2 C.B. 1 Action On Decision dated Septenber 17, 1970
Action On Decision dated July 27, 1971

Bal ti nore Baseball Cub, Inc. v. Instal |l ment nmethod of accounting United
States, 481 F. 2d 1283 for sale of players not permtted (CQ.d. 1973)

Board of Regent of the University The right to tel evise college of klahoma v.
Nati onal Collegiate football ganmes is a property Athletic Association, CGvil No.
right of the athletic institution 81-1209 (WD. Ckl. 1982)

Buffalo Bills, Inc. v. United Taxability of FICA and FUTA for States, (O
a. 1994), 74 AFTR 2d deferred conpensati on and 6006, dism ssed w thout op.
severance paynments 56 F.3d 84 (Fed. Gr. 1995)

Chi cago Stadium Corp. v. United Unr easonabl e conpensation. States, 91-2 USTC
50,352 (N.D. IIl. 1991)
First Northwest Industries v. Al l ocation and deduction of sports

Conmi ssioner, 70 T.C. 817 (1978), franchi se costs on the acquisition rev'd on



ot her grounds 649 F.2d of an expansion sports franchise 707 (9th Gr. 198 1)
Action on and al so subsequent | eague Decision dated April 26, 1979
expansi on revenue

Hol | ywood Basebal | Association v. Incomre fromsale of player GComm ssioner, 423
F. 2d 494 contracts held ordinary incone (9th Cr. 1970), cert. denied
400 U.S. 848 (1970)

Kauffman v. United States, Al l ocation of franchise cost (C. d. 1977),
77-2 USTC 9664

Laird v. United States, Al'l ocation and anortization of 556 F.2d 1224
(5th Gr. 1977), pl ayer contracts and TV rights aff'g, 391 F. Supp. 656 (N. D

Ga. 1975), cert. denied, 434 U S. 1014 (1978), Action on Decision dated August
4, 1977

Leavel | v. Comm ssioner, Pl ayer who contracted through PSC 104 T.C 140
(1995) was enpl oyee of sports team not

McCarthy v. United States, Anortization of TV and radio 807 F.2d 1306
(6th Cr. 1986) contracts, partnership

organi zati onal fees considered
franchi se acqui sition costs.

M | enbach v. Conm ssi oner, Loans versus taxable incone, 106 T.C. 184
(1996) damage settlenent versus taxable

i ncone, discharge from

i ndebt edness

New Orl eans Loui siana Saints Ltd. Al l ocation of the purchase price v.

Conmi ssioner, T.C. Menmo 1997- of an existing sports franchise 246

PDB Sports Ltd. v. Comm ssioner, Hel d the 1 RC section 1056 basis 109 T.C. 423
(1997) limts apply to sale of team

franchi se, not to sale of
partnership that owns the

franchi se
Pittsburgh Athletic Co. v. Broadcast rights of a baseball KQV
Broadcasting Co., 24 F. Supp. sports franchise are property 490 (WD. Pa. 1938)

rights

Selig v. United States Al l ocation of sports franchise 740 F.2d 572
(7th Cr. 1984) cost to player contracts
Unhl aender v. Henrickson, Basket bal | players have a 316 F. Supp. 1277 (D
M nn. 1970) property right in their status

Exam ners are encouraged to contact the Sports Franchise ISP for information
on informal Service guidance, such as general counsel nenoranduns, private letter
rulings, and new citations.

EXH BIT B
| NTERNET RESOURCES

[377] There are numerous web sites on the Internet devoted to sports. The major
web sites are:



Websi te Sponsor

www, nfl . com Oficial NFL site

www. maj or | eaguebasebal | . com Oficial MLB Site ww.nba.com
Oficial NBA Site ww.nhl.com Oficia

NHL Site www. nhl pa. com NHL Pl ayers Associ ation

espnet. sportszone. com ESPN www. usat oday. com

USA Today www. foxsports.com FOX Sports

www. pat hfi nder. coni si Sports Illustrated onlinesports.com
Online Sports ww. sport-hg.com Am Sports

Headquarters, Inc. ww. allsports.com Al l sports, Inc.

www. sportsline. com Sportsline USA, Inc ww. sportsnetwork.com

The Sports Network, Inc. ww. wacd. com st adi uns. ht i
Wde Wrld Collectors Digest

( St adi uns)
GLOSSARY

Box Seats Box seats are generally regarded as the best
seats in the stadium that is, closest to the
field with the best viewof the action. In
basebal I, the box seats are behind hone plate,
whereas in football, the box seats are around the
50 yard line.

Col | ege Draft Draft systemfor sports franchises to bid on
coll ege players. In general, the teans with the
wor st records select earlier than teanms with
better records. The rules for drafting players
anong the | eagues vary, in sone | eagues the
nunber of players drafted are linmted, whereas in
the baseball there is no limtation

Expansi on Draft Draft system whereby expansion sports franchises
obtain players fromthe existing sports
franchises in their |eague.

Expansi on Sports
Franchi se The addition of a new sports franchise to the
| eague through | eague expansion (increase in the
nunber of sports franchises in the |eague).

Far m Team A farmteamis where the big | eague cl ubs "grow'
pl ayers. Skills are refined and worked on, and
then as a player devel ops, he noves up through
the systemuntil he reaches the major |eague
| evel . Mbst big | eague teans have at | east 4
m nor | eague farmteans: AAA being the highest,
foll owed by AA, then at |east one, and sonetines
two A clubs. If there are two A clubs, one is
usually high and one is low There are also
various short season, winter |eagues, etc., where

pl ayers can go to retain their skill |evel year
round.
Free Agency Free agency in its purest form is a status in

which the rights to a player's athletic services
are not owned by a sports franchi se and may be
shopped around by the player in a quest for the



Sal ary Cap System

Sports Franchi se

Ri ght of First
Ref usa

Uni form Pl ayer
Contr act

nost attractive bid. Before 1970, many player
contracts contai ned a reserve clause whi ch bound
a player to a teamfor life unless a team chose
to sell the contract.

A salary cap system establishes an overall wage

framework that provides both a maxi mum amount of
payrol |l allowed for each sports franchi se and a
m ni mum payroll floor that each sports franchise
must pay. Sal ary caps are generally expressed as
a percentage of gross average sports franchise
revenues for the | eague.

A sports franchise in a professional sports

| eague generally includes the right to:

1. be the sports | eague's sole provider of the
prof essional sport within a given geographica
ar ea,

2. be protected by | eague rules and regul ati ons
fromintra-| eague busi ness conpetition,

3. share in the proceeds of future |eague

expansi on,

4. share equally with other sports franchises in

the | eague in the revenue fromall single
network television contracts negotiated on a
| eague-wi de basi s,

5. sell local broadcast rights for preseason

tel evision and for both pre-season and
regul ar season radi o,

6. share with other sports franchises in the

| eague in revenue from national merchandi sing,

7. sell prograns and advertising space therein at

hone ganes,

8. participate in the college draft and the

expansi on draft (for expansion sports
franchi ses), and

9. share in the | eague's goodw | |

A right of first refusal permits a sports
franchi se to match any offer made to one of
its current players by another sports
franchise and thus retain the player's
services. The right of first refusal generally
applies only to restricted free agents, that
is; for exanple players having a specified
anount of limted experience.

The maj or sports | eagues require that al
pl ayers sign a uni form player contract that



contai ns provisions prescribed by the |eague.
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