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PART | - INTRODUCTION *

“The rising value of American professional franasgs
together with league expansions and more sale &i@iens,
has caused the Internal Revenue Service to takeestt”*

Major professional sports in America, accordingéoeral estimates,
is a $225 billion industry. While fan interest mayx and wane as athletes
and organizations are beset by scandal and, evesewmediocrity, the
enterprise of sports continues to thrive and toupgca disproportionate
share of the public consciousness. Sports leagodsytare immensely
profitable businesses — more interested, perhapbei bottom line than the
box score. Yet, somewhat anomalously, the purvegbisport claim to be
providing a public service — to the fans and todbemunities in which they
play. Sports leagues and franchises routinely aiisat they, more so than
most private enterprise, are entitled to a sizablare of the public fisc to
finance their expansion. State and local governsérive responded in
unprecedented ways; during the 1990s alone, taxpagbelled out
approximately $11 billion to fund new sports fa@i$ for the owners of
major American sports franchisés.

As the sports industry has come to rely on puhlieding for its
rapid growth, the Internal Revenue Service (“IR®f “Service”) has
attempted to ensure that these increasingly congidxprofitable businesses
are timely and accurately paying their tax@he tax law tirelessly attempts

* Rob Holo is a partner and Jonathan Talansky isgsociate in the Tax
Department of Simpson Thacher & Bartlett LLP in N¥ark. This article was first
prepared for a presentation at the Tax Forum onalgrv, 2008. The authors would
like to thank Steven Todrys, Dickson Brown, and @xaCohen for their invaluable
assistance.

1. Paul L.B. McKenney & Eric M. Nemeth, Tax Law: dfPurchase and
Sale of a Sports Team: Tax Issues and Rules, 80.\iar J. 54, 54 (June 2001).

2. It is by no means clear that sports franchiseisetate net economic
surplus to their home communities and economies. @oinstructive discussion
(well beyond the scope of this paper) regardingekient to which sports owners
should be entitled to costly public subsidies (faniity in the form of tax-exempt
municipal bond financings), sétaul C. Weiler, Leveling the Playing Field, 263-77
(Harvard University Press 2000). See also John &o&ak, Tax Advantages of
Sports Franchises: The Stadium, Tax Notes, Nov.2080, at nn. 3-4; Andrew
Zimbalist, Baseball and Billions, 136-40 (BasicBedl992).

3. In fact, in 1999, the IRS established a spagadhise office and staffed
it with specialists in the business and law of tpoBee alsdMarket Segment
Specialization Program, Sports Franchises,” (Aug1999), available in LEXIS,
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to keep pace with the sophisticated economic tdiwses that are now the
hallmarks of the business of American sports. Tpaper will examine

selected United States federal income tax issusattise in sports, with a
nearly exclusive emphasis on the franchise (as sggpdo the athlete) as
taxpayer.

While sports owners inevitably grapple with ordinassues of
business taxation, the peculiarities of sports Ivev@ unique set of problems
that may require particular scrutiny. Part Il ofstipaper will address issues
relating to prepaid income and the timing of incoraeognition associated
with common sports transactions, as well as a R®4nue Procedure that
may offer greater flexibility and tax planning ahatives to sports
franchises. Part Il examines the singular role@tain intangible assets in
the tax profile of sports teams and chroniclesebelving tax treatment of
player contracts. In this area, recent legislatind regulatory action stands
to affect significantly the valuation of sportsrichises and the structuring of
their acquisitions. Part IV takes a bit of a digies and briefly addresses the
well publicized topic of the “record home-run ball.

PART Il - PREPAID INCOME

“Look, we play the ‘Star Spangled Banner beforeergv
game. You want us to pay income taxes t§o?”

Sponsorship and broadcasting are two of the mopbritant sources of
revenue to sports leagues and their teams. (ByolvAgckground, the major
sports ‘leagues’ are generally operated as tax pkemganizations under
section 501(c)(6) of the Internal Revenue Code 9861 as amended (the
“Code”))> For the most part, individual sports teams entés advertising

agreements with local businesses (or national campaseeking local

exposure) for the right to be associated with thadhise and its trademarks.

1999 TNT 225-9 (“MSSP”).The MSSP is only an intdértraining manual for IRS
examiners and has no precedential value, but itsisful in that it reveals the
Service’s thinking on several key issues.

4. Zimbalist, supranote 2, at 35 (quoting Bill Veeck, the former Major
League Baseball owner known for his innovative #d€auch as team revenue
sharing) and equally imaginative quips).

5. Unless otherwise noted, all references to thed& and “Sections” are
to the Internal Revenue Code of 1986, as amendhelthe regulations promulgated
thereunder. Although § 501(c)(6) only refers todfesssional football leagues,” the
Service has interpreted it to apply to other sptatgues as well. See, g.8LR
8321094 (1983) (golf).
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Television and radio broadcasting exist both onrthagonal and local level,
and involve the rights to air broadcasts of garnagawers and listenePs.

As described below, advertising and broadcast aggats often call
for large, up-front payments, followed by periodi@yments over the
duration of the contract. Sports franchises refulattempt to defer the
recognition of much of the initial payments and agpsuch income as
deferred revenue. Because of the sheer magnituttesé items of revenue,
even a single year of deferral can create largesé&ings. This section will
consider the taxation of prepayments in typicalrtgpoontracts. It will also
briefly address the prepayment doctrine in the extniof sports ticket
transactions between franchises and individual .fassummary of the
evolution of the legal principles is a helpful $itag point.

A. Taxation of Prepaid Income - Overview

At the heart of the U.S. federal income tax sysienthe annual
accounting concept. The Supreme Court, in its larkindecision inBurnet
v. Sanford & Brook$ established that the essence of any tax systdm is
produce revenue that is measurable and payablegatar intervals. These
goals are not entirely consistent with the prirespbf financial accounting,
which are preoccupied with accurate snapshots @iauic wealth. Clearly,
taxpayers are loath to pay taxes on income thanba®een duly matched
with related expenses. These “vastly different cibjes” of financial and tax
accounting have given rise to a great deal of teni the administration of
the federal income tax. As Justice Blackmun elotgyeframed it,
“[flinancial accounting, in short, is hospitabledstimates, probabilities, and

6. Sports broadcasting revenue has exploded oeepdbt 25 years. This
explosion has been due primarily to the passageeoSports Broadcasting Act of
1961, codified at 15 U.S.C. 8 1291. The Act, a moental result of intense
lobbying efforts, grants antitrust immunity to sigoleagues and enables them to sell
packaged broadcasting rights to national televisietworks. See United States v.
NFL, 116 F.Supp. 319 (E.D. Pa. 1953) (precursathéo Sports Broadcasting Act);
Zimbalist, supranote 2, at ch.7; Paul C. Weiler & Gary R. Robe8ports and the
Law, 684-738 (3rd ed. West 2004). The various sportgues have benefited
immeasurably from this cartel power. One sportsnenust estimated that within
two years of the passage of the Act, National Falbtteague (“NFL”) and Major
League Baseball ("MLB”) revenues tripled, while thember of broadcast games
was cut in halfSee infranote 39.

7.282 U.S. 359, 365-66 (1931). For a helpful distan, see, e.gStephen
F. Gertzman, Federal Tax Accounting, 1 12.02 (War@orham & Lamont 1988).
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reasonable certainties; the tax law, with its méada preserve the revenue,
can give no quarter to uncertainfy.”

Congress has enacted various Code provisions nglat tax
accounting in an effort to strike a workable bakbetween these competing
principles. Section 446(a) states that taxpayemilghgenerally use their
method of financial accounting when computing thaxes. However, the
Commissioner, under section 446(b), may requiretti@taxpayer use a tax
accounting method that “clearly reflects income€ctton 451(a) contains
the general rule regarding advance receipts —fealy, “the amount of any
item of gross income shall be included in the giossme for the taxable
year in which received by the taxpayer, unless,eunthe method of
accounting used in computing taxable income, suobuat is to be properly
accounted for as of a different period.” Regulatiosection 1.451-1(a)
interprets this standard and states that undead¢heial method, income is
includible “when all the events have occurred whighthe right to receive
such income and the amount thereof can be detedmiith reasonable
accuracy.?

The well known ‘trilogy’ of Supreme Court cases idgrthe 1950s
and 1960s, decided under the statutory predeceskosection 446,
established the general rule that advance paynfientervices may not be
deferred by accrual method taxpay¥rdn Automobile Club of Michigan v.
Commissionet* the Court required an accrual method taxpayendtude in
income advance payments for membership dues wimtitieed members to

8. Thor Power Tool Co. v. Comm'r, 439 U.S. 522, §4979) (upholding
the Commissioner and holding that under the relepanvisions, conformity with
generally accepted accounting principles does reztte a presumption of proper tax
accounting). Accord Frank Lyon Co. v. United Sta#35 U. S. 561, 577 (1978);
Comm'r v. ldaho Power Cp418 U.S. 1 (1974); Boise Cascade Corp. v. United
States, 530 F.2d 1367, 1373 (Ct. Cl. 19780ofse Cascadg (tax accounting “starts
from the premise of a need for certainty... and fesusn the concept of ability to
pay”).

9. The so-called “all events test” is satisfied wii&) the payment is earned
through performance, (2) payment is due to theagep or (3) payment is received
by the taxpayer, whichever happens earliest. See. Rul. 84-31, 1984-1 C.B. 127;
Rev. Rul. 80-308, 1980-2 C.B. 162. The origin bé tall events test was the
Supreme Court’s decision in United States v. Anaigr269 U.S. 422 (1926).

10. The seminal prepaid income decision prior te tlilogy cases was
Beacon Publishing Co. v. Commission@d8 F.2d 697 (10th Cir. 1955), which
involved prepaid newspaper subscriptions. The T&itbuit noted that the Code
permitted an accrual method of accounting, and tietirequiring current inclusion
of such prepayments “would in most cases resula idistortion of an accrual
taxpayer’s true income.”

11. 353 U.S. 180 (1957).
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receive certain services during the following ydaeferral of the prepaid
dues did not clearly reflect income because priogahe recognition of the
prepayment was “purely artificial and [bore] ncatédn to the services which
[the taxpayer] may in fact be called to rendertf@ member** Therefore,
in rejecting the taxpayer’'s method of tax accougitine Commissioner was
properly exercising his statutory discretion.

American Automobile Association v. United Stdt@svolved facts
similar to those inPAutomobile Club of MichigarHowever, the taxpayer in
AAA provided an expert witness who testified thatdagerral of the prepaid
dues was consistent with generally accepted acitmurgrinciples. The
witness adduced statistical evidence showing that dost of providing
member services correlated with the period of tower which the dues were
recognized. The court held that the prepaid dugsdi sufficiently relate to
the incurrence of ‘fixed’ expenses, and thereftia the taxpayer's method
of accounting did not clearly reflect income. TAAA court also pointed to
the fact that section 452 (which sanctioned themaf of prepaid income)
was enacted in 1954 in order to provide consistdratyeen financial and
tax accounting, but was retroactively repealed9b5Lbecause of excessive
revenue loss!

In the last of the trilogy case§chlude v. Commissiongr the
Supreme Court held that an accrual method danakostwuld not defer
prepaid dance lesson fees. The taxpayer sougtgféo mhcluding the tuition
until the lessons were actually taken. In rulingiagt the taxpayer, the court
stressed the importance of deferring to the Coniariss in tax matters and
section 446's broad grant of discretion. Importanthowever, Schlude
asserted that it was relying upon an “additionalugd” deployed byAAA,
one that was “also controlling her®.Specifically, the taxpayer’'s method of
tax accounting was artificial because the advanagments related to
services to be performed only upon each custonderisand without relation
to fixed dates in the future. Arguably, the lackceftainty pertaining to the
schedule of future services was what gave the Casianier the discretion
to reject the deferral method of tax accounting.

12.1d. at 189.

13. 367 U.S. 687 (1961)AAA).

14. Id.at 695. Furthermore, in 1958, § 455 was enactéxlyiag accrual
method publishers of newspapers, magazines and p#hmdicals to defer prepaid
subscription income until the periodicals are dmidd. These Congressional
enactments and repeals, reasonedAh@ court, suggested that Congress was well
aware of the problems surrounding prepaid income that any taxpayer relief
would come via explicit statutory codification.

15. 372 U.S. 128 (1963).

16. Id.at 135-36.
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Seizing primarily upon the “additional ground” 8chlude several
courts have interpreted the trilogy cases to hated deferral “window”
open in appropriate circumstances. Artnell Co. v. Commissiongf for
example, the Seventh Circuit reversed a decisighefax Court which had
relied onAAAto uphold the Commissioner’s disallowance of theéyer’s
method of deferral tax accounting. At issue in tase was a baseball
owner’s practice of deferring the unearned recegitsbutable to game
tickets, parking and media rights. Instead, themms were reported only as
the games to which they were allocated were plajbdArtnell court stated
that “there must be situations where the defemahnique will so clearly
reflect income that the Court will find an abuse ditcretion if the
commissioner rejects it¥

Several courts have relied on the trilogy casesléay income
deferral and to express their disapproval of tiseiltén Artnell.*® As for the
Service, its response fotnell was clearly stated in its subsequent Action on
Decision?® The IRS asserted that it would “not follovtnell to the extent
the rules for deferral could be deemed to be bnodde those contained in
Rev. Proc. 71-21.” As discussed below, Rev. Prae2T* was issued on the
heels ofArtnell in order to more firmly establish the principlesk@aced in
the trilogy cases. Yet, the ruling offers taxpaysome degree of flexibility
and has been viewed by some as a concession &ethiee’s part given the
weight of judicial authority supporting the genemale of non-deferra

17. 400 F.2d 981 (7th Cir. 1968)Aftnell’). See also Morgan Guaranty
Trading Co. of N.Y.v. United States85 F.2d 988 (Ct. Cl. 1978).

18. Id. at 985.

19. See, e.g., Hagen Adver. Displays, Inc. v. ComA07 F.2d 1105, 1109
n.7 (6th Cir. 1969). See al§gertzman, supraote 7, 1 4.03 (pointing out the “sound
tax policy” embraced by the trilogy cases and satigg that “it was appropriate for
concepts of ability to pay, certainty, and protectdf the public treasury to require
that the income be recognized on its receipt”).

20. AOD 1971 WL 29312 (July 27, 1971). The IRS éssiActions on
Decision at its discretion and only with respect uoappealed issues decided
adversely to the government in the Tax Court. Simtuments do not affirmatively
state official IRS positions that may be relied mpbut rather provide guidance to
IRS personnel.

21.1971-2 C.B. 549.

22. See, e.g.Jules Silk, Advance Payments — Prepaid Income: iRece
Developments; an Old Problem Put to R&6,N.Y.U. Inst. Fed. Tax. 1651, 1659,
1666 (1972) (noting that, by its issuance of RewecP71-21, the Commissioner had
“relented” and “decided to forego, in part, the deable results which he has
received in litigation”); Jonathan Sobeloff, NewePaid Income Rules: IRS Reversal
of Position Will Aid Many Taxpayers, 33 J. Tax'n94 (1970). A survey of post-
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Rev. Proc. 71-21 was promulgated pursuant to thmrfliesioner’s
authority under section 446 and its stated purpee® to “reconcile the tax
and financial accounting treatment” of advance pay® for services
“without permitting extended deferrd® Section 3.02 of the Revenue
Procedure states the general principle that “aruatoethod taxpayer who,
pursuant to an agreement (written or otherwis&gives a payment in one
taxable year for services, where all of the ses/iwader such agreement are
required by the agreement as it exists at the étliedaxable year of receipt
to be performed by him before the end of the nextseding taxable year,
may include such payment in gross income as eathedugh the
performance of services.” However, if the taxpayes not completed
performance of all contemplated services by thed@rtiat next succeeding
taxable year, “the amount allocable to the service#so performed” must be
included in income for that year regardless of wlileever, such services are
actually performed. If, under the agreement, anyiqro of the services is to
be performed after the end of the following year, aternatively, if any
portion of the services is to be performed at aspenified future date, the
entire amount of income must be reported in the géeeceipt* Thus, Rev.
Proc. 71-21 mandates harsh results for taxpayerssevHarge service
agreements call for payments allocable to senschsduled to be performed
more than a year hence.

Eight years afterArtnell, the Court of Claims irBoise Cascade
focused on the “additional ground” relied uponSohludeand rejected the
government’s argument that income received forftihere performance of
services may never be deferred absent an expliaititery exceptiof®
Although decided in 197@oise Cascad&volved tax years 1955 through
19612° The taxpayer iBoise Cascadealled expert witnesses to support its

Schludecases reveals that an overwhelming majority of ageps were unable to
overcome the “purely artificial” designation.

23. The issuance of Rev. Proc. 71-21 was preceded lbeport by a
Presidential task force in September 1970 exprgssimcern regarding the many
instances in which accrual method taxpayers weirglrequired to include prepaid
amounts in income.

24. Rev. Proc. 71-21, § 3.03. Section 3.11 adds ttiea amount of any
advance payment included in income cannot be lems the amount that has been
reported as income for financial accounting purpose

25. Boise Cascadesupra note 8, at 1375. The government emphasized,
had the Court ilARAA the Congressional enactment in 1958 of § 455. cthets in
Artnell and Boise Cascadevere unwilling to permit unfettered Congressional
discretion notwithstanding the proper “reflectidrircome” under § 446(b).

26. Although Rev. Proc. 71-21 was not appliedBioise Cascadethe
taxpayer invoked it to counter the government’sarele on a strict nondeferral
position based on the trilogy cases.
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claim that the deferral of advance payments folirergging services clearly
reflected income. Refusing to read the trilogy as tinvarying rule of law,”
the court underscored the relevance of a fixedcantdin schedule of future
services and permitted deferral of the advancekthatrelated services were
performed.

Not surprisingly, the Service did not take wellBoise Cascaddn
its Action on Decision, the Service took the cawrttask for applying the
‘certainty of performance’ test and focusing on #iternative ground for
decision inSchlude Specifically, such analysis “overlooks the PRIMAR
ground upon which the Supreme Court relied in iefygcome deferral: the
‘long-standing’ principle that ‘accounting systensferring prepaid income
could be rejected by the Commissioner pursuanth® broad discretion
given him by IRC section 4467 In support of its position, the Service cited
favorably toRCA Corp. v. United StatéSwhich held that the Commissioner
has a great deal of discretion pursuant to secti to reject accounting
methods that rely upon “prognostications and assiomp about the future
demand for services?”

Ostensibly to further reduce controversy in thiotblesome and
confusing area of tax law®the IRS in 2004 issued a more comprehensive
ruling that softened some of the standards of Reec. 71-21 and extended
certain carefully circumscribed deferral rightsotber situations. Indeed, the
stated purpose of Rev. Proc. 2004'3§2004-34”) was to reduce the
“considerable controversy” that abounded regardimgscope of Rev. Proc.

27. AOD 1986-014 (Feb. 19, 1986) (emphasis inioai.

28. 664 F.2d 881, 888 (2nd Cir. 1981).

29. AOD 1986-014 (Feb. 19, 1986). Significantlypwmber of cases in the
Tax Court decided subsequent to the issuance affRee. 71-21 lend support to the
continued vitality of an independent “certainty pé&rformance” criterion. For
example, inT.F.H. Publications, Inc. v. Commissionet2 T.C. 623, 644 (1979)
(“T.F.H.”), the court stated that “it will not follow thetianale of Artnell] unless
the facts present a certainty, of performancexadfidates, such as was presented in
Artnell.” Similarly, in both Standard Television Tube Corp. v. Commissipiidr
T.C. 238, 242 (1975) andllied Fidelity Corp. v. Commissioner66 T.C. 1068,
1077-78 (1976), the Tax Court chose to distingdfsh facts at bar from those in
Artnell, as opposed to questioniAgtnell’s applicability. The continued viability of
Artnell and the “certainty of performance” doctrine is disged more fully infr@art
I1.D.

30.Boise Cascadesupranote 8, at 1374.

31. 2004-22 I.R.B. 991 (“2004-34"), modifying angpgrseding Rev. Proc.
71-21. For a helpful general discussion, Bees I. Bittker, Martin J. McMahon &
Lawrence A. Zelenak, Federal Income Taxation ofividdials,  39.03 (Warren,
Gorham & Lamont 1995 & Supp. 1 2008). Section &02004-34 provides that the
ruling is effective for taxable years ending orafier May 6, 2004.
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71-21. At its most basic level, 2004-34, which doesapply to cash method
taxpayers, did away with the limitation in Rev. €r@1-21 which stated that
deferral was only permitted if all the services teomplated by the
arrangement were scheduled to be performed byrteoethe succeeding
taxable year. However, as under the prior rulin@p4234 only allows
deferral, where permitted, to the next succeedimglile yeaf? Section 5.02
of 2004-34 is the operative provision permittindeleal tax accounting for
certain advance payments. This method is identdied proper method of
accounting for the purposes of Regulations sectidb1-1. The application
of the ruling, and its liberalization of the pristandards, will be explored
more fully below in the context of sports sponsgrsdgreements, broadcast
agreements, and ticket purchases.

B. Advance Payments: Sponsorship and BroadcasieAgrsts
1. Timing Considerations

In the MSSP? the Service describes the typical structure qiats
sponsorship agreement and its appropriate taxmezdat Team X enters into
a sponsorship agreement with local Bank Y, undechkvthe bank will be
the ‘official bank’ of Team X and will be entitletb a host of rights,
including print and broadcast advertising, stadsignage, ATM placement
and the right to publicize its affinity with theam®* The sponsorship

32. An illustration of this difference can be seerihe following example:
an advance payment of $100,000 is received in 2003ervices to be performed in
2008 and 2009. Under Rev. Proc. 71-21, the entlvargce payment is required to
be recognized when received in 2007. However, u2®®4-34, assuming certain
conditions are satisfied, the taxpayer may defdil @008 the recognition of that
portion of the payment allocable to services scheztto be performed after 2007.
The IRS did not provide an explanation under eithiéing as to why the deferral
privilege was limited to one year. It is likely thane year was a compromise
between the competing tax policies of matching meaand expenses, on the one
hand, and taxing only those who are able to paythemother. See generalBusan
Kalinka, Proposed Revenue Procedure May Offer Mop@ortunities for Deferral
for Accrual Method Taxpayers, 81 Taxes 5 (2003}tkBr, McMahon & Zelenak,
supranote 31 39.03[4][b].

33. Supranote 3, at 3-4. Recall that this internal guidawees promulgated
prior to Rev. Proc. 2004-34.

34. An example of a wide-ranging sports sponsorsigpeement is that
between the Jones Soda Co., Inc. and the Seatilea®&s football team, publicly
filed (in redacted form) pursuant to the Securileshange Act of 1934. Jones Soda
Co., Current Report (Form 8-K) (May 23, 2007). Untlee terms of the agreement,
Jones is entitled to act as the exclusive beveshdggwest Field, to use the team’s
trademark in its promotional materials, to havehstnicted signage at the stadium,
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agreement is a 5-year contract worth approximéakélynillion. For obvious
reasons, the franchise would like to receive aelgrgrtion of the contract
price up front, with periodic payments to be madercthe course of the
agreement® Upon execution of the contract, Bank Y pays $4ilian to
Team X, representing a $3.75 million ‘exclusivitghts’ fee ($750,000 per
year, all paid up front) and a $450,000 sponsorébépfor the first year.
Each year thereafter, Bank Y pays Team X anothgd $400 fee.

On these facts, 80% of the $3.75 million rights fieest be analyzed
under the rules governing advance paymé&titéie Service states that under
Rev. Proc. 71-21, it would reject the taxpayerterapt to defer any of the
$3.75 million payment. This is because the payngentade pursuant to an
agreement for the performance of services wherarttop of the services is
to be performed after the end of the immediatelyceading taxable year.
Pursuant to section 3.03(a) of Rev. Proc. 71-2 etitire advance payment
must be included in income in the year of recelptieed, since most
sponsorship agreements have terms stretching onemmdoer of years, the
IRS position (prior to 2004-34) was that most aadeasponsorship payments
were ineligible for deferral.

Under the deferral method of 2004-34, however, tthepayer on
these facts may argue that exactly 20% of thesifge is earned during each
of the five years of the agreeméhfTherefore, under section 5.02(3)(b) of
that revenue procedure (which requires that advpagments be included in
the year of receipt only to the extent earned &t ftear, with the remaining

and to occupy a luxury suite. In exchange, Jonesdaired to pay the Seahawks a
sponsorship fee each year. This agreement wilkfegred to throughout this section.

35. Front-loaded sponsorship agreements are moshoa where a team is
selling the naming rights to a new stadium and semkra capital to finance the
project.

36. Whether such payment is properly characterdzedn advance payment
for “services” will be addressed more fully infrarP 11.B.2. For purposes of this
section, it will be noted that the Service has esgped its preference for first
addressing timing questions (and thus the applitalbif the relevant rulings) so as
to avoid the more difficult determination of whethen item of income is for
“services” or for some other right. Nonethelesg® MSSP makes it clear that the
Service is willing to posit an alternative argumehat the rights fee may be a
payment in exchange for a property right and thusler the general principal of §
451, includible in the year of receipt.

37. This would satisfy the requirement in 8 5.08f})of 2004-34 that a
taxpayer, in order to qualify for deferral of adeanpayments, “must be able to
determine... the extent to which advance paymenteamneed... in the taxable year
of receipt.” The example also assumes that theatgetpfranchise is not public and
does not prepare a financial statement as defim&di06 of 2004-34.
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amount to be included in the following year), tlegayer may defer the
recognition of $3 million of the rights fee untihd year following the

execution of the agreement. Similarly, in the Jortésda/Seahawks
agreement, the sponsorship fees are paid in twallments per year; if the
payments are frontloaded, the Seahawks may bdeentd defer, until year

two, a portion of the sponsorship fee paid in y@a&, since a portion of the
first year fee may be allocable to subsequent ygarsthey are not “earned”
in year one) under the deferral method of 2004-34.

As described above, sports franchises benefit foath local and
national broadcasting deals. These agreementsalgnigwvolve sums that
were unfathomable at the time the first televisedeball game (an lvy
League matchup between Columbia and Princeton)aivasl on May 17,
1939% The league-wide broadcasting contracts are shemedlly by the
teams in the four major American sports leagued, ayments are usually
made on a per-season baSiBranchises may therefore receive payments for
broadcasting rights during the tax year precedimg ytear to which these
payments relate. In such cases, the question tisasaunder the applicable
rulings is whether the franchise may postpone siclu of these (sizeable)
amounts until the following year.

An example of a typical broadcast agreement isaoetl in the
MSSP guidd® Team X is a member of a league that has enteredain
national television broadcasting deal with a natlosports network. The
contract covers the 1994 through 1997 seasonsn(asgufor the sake of
simplicity, that the seasons do not straddle thenckr year). Payments
under the contract are to be made quarterly byn#tevork, beginning on
October 1, 1993. The franchise, a calendar yegratgex, receives its $7.5
million share of the first quarterly payment ontttlate.

The Service concluded that Rev. Proc. 71-21 doesven apply to
the broadcast revenue of a sports team, sinceiscame is not for personal
services but rather for the sale of a property trifor reasons that are
explained more fully below). Today, this type ofaargement would be
governed by 2004-34, which clearly covers more tlsh service income.

38. Zimbalist, supraote 2, at 149.

39. In 2005, MLB signed an 8-year extension wittPESfor an estimated
$2.368 billion for the right to nationally broadtamrious games each week. The
NFL's current television contracts with CBS, FOXSEN and NBC generate
revenue of approximately $3.7 billieamnually, which computes to approximately
$115 million per year for each of the 32 NFL fraisels, which in most cases is a
majority of the team’s revenue. SReger Noll, The Economics of Sports Leagues,
Law of Professional and Amateur Sports, at 17.8t @Biiffith, Baseball, ESPN
Renew ContractBoston Globe, Sept. 15, 2005; Late Season Game®B€dahoved
to Monday Nights, available at http://www.espn.cofifihews/story?id=1918761.

40. MSSP, supraote 3, at 4-3.
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Under section 4.01 of 2004-34, the $7.5 million rpant is an advance
payment, and the taxpayer may defer its inclusiafil dax year 1994.
Similarly, if the payments were to be made in fatnual installments
payable on October 1 of each year, the taxpayetdiliely be entitled to
defer the full amount of the October 1, 1993 paymentil 1994, the year in
which the games will be played and the broadcastexgenue will be
‘earned’ pursuant to section 5.02(3)(b) of 2004-34oreover, if the
franchise prepared the financial statements destiibbsection 4.06 of 2004-
34, and recognized some fraction of the Octob&893 installment payment
in revenue for that year, 2004-34 would mandatettifemsame percentage of
such payment be included in taxable income for 993

As far as the broadcast networks are concerned,|R8e Chief
Counsel ruled, in CCA 200726023 (May 25, 2007)t breadcast companies
may not deduct the entire amount of license fedleccdor under a sports
contract in the year the contract is signed. Secti®l governs the timing of
the networks’ deductions, and Regulations sectidi®1t1(a)(2) states that
under the accrual method, a deduction is permivtag if the liability is
fixed or payment is due. Furthermore, under secd&i(h), economic
performance does not occur until the sports lepgaeides the network with
the “property” represented by the right to air tj@me broadcasts. Since
these agreements usually cover multiple sportsossasthe entire fee
liability is not incurred, for the purposes of taecrual method, in the year
the contract is entered into. It is the party’sf@enance, and not the mere
execution of the contract, that establishes thedbthe liability.

2. Property Rights or Services?

On its terms, Rev. Proc. 71-21 was limited to pyements for
“services.” Under that ruling, the IRS’s audit post called for a threshold
determination of whether the prepayment was in amngh for services or
some other tangible or intangible property righge8fically, “[s]ince a tax
distinction is made for advance payments for ses/&nd advance payments
for property rights, the nature of the advance payin question needs to
be determined® As in the broadcasting example described above if
payment was adjudged to be in exchange for a propight of some sort,
the taxpayer was precluded from relying upon thecih deferral privilege
of Rev. Proc. 71-21 and instead was subjectedasdiation 451 baseline of
current inclusion, where s/he faced a strong presiomof non-deferral.

41. 2004-34, § 5.03, ex. 15.
42. MSSP, supraote 3, at 3-6.
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The IRS generally permitted taxpayer reliance om. Beoc. 71-21
with respect to the advance payment of sponsorgl@p. In the MSSP, the
Service citedl.F.H.;® a case holding that a taxpayer must include inrmeco
the value of property received (in this case, i@ tbrm of a reduction in
purchase price) in exchange for advertising to lygpked in the future.
T.F.H. assumed without much analysis that “advertisingcagsidered a
service.”

Notably, most sports sponsorship agreements provate an
elaborate hybrid of “services” and rights. For eptan the Jones
Soda/Seahawks agreement purports to grant to tresgpcertain “Beverage
Availability Rights” at the stadium, including thght to be the exclusive
beverage concession sold at specified sportingtevadanes is also entitled
to merchandise its products at Seahawks footbaflegaand to promote its
strategic sponsorship relationship with the teamaddition, the Seahawks
have granted Jones the right to use its team logloogher trademarks on
beverage containers. As for billboards and signagetion 3.3 of the
agreement provides that “Jones is entitled to hwarenanent signage in the
[stadium] for Jones Beverages” and that “[a]ny ¢jesnor modifications to
such signage will be paid by Jones. Jones will ifpabe advertising
message and graphics for its signage. All othereaspof the design,
construction, and general appearance of the sigmagst meet Jones'’s
reasonable specifications.”

With respect to the obligations of the team, sec8® (“Obligations
to Maintain Signage”) states that the Seahawks ‘ingtall and maintain all
materials and lighting used for the signage...andstiectures supporting
the signage” and “repair any malfunction, damagedestruction to the
signage or supporting structures within a comméycigasonable period.
All installation, maintenance and repair will be[dite Seahawks’] expense,
except that Jones will pay the cost of installing eeplacement signage used
to modify Jones’s initial advertising message @ptycs.”

Despite the wide variety of rights granted to Jomeder the above
agreement, the sponsorship fees are not brokeoraaltocated to different
components of the contract. Thus, it is not cleaw Imuch the sponsor is
paying for advertising, merchandising rights, oe #xclusivity privilege.
The IRS does not appear to have sought an allocafisponsorship fees in
its audits of contracts of this type; therefore, the extent the Service
characterized prepaid sponsorship fees as advayeents for advertising
(and thus, on the authority of.F.H, for “services”), it appears that

43. Id at 3-3 (quotingrl.F.H, supranote 29, at 640).
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taxpayers were able to benefit from the deferri@swof Rev. Proc. 71-21
even for prepayments on various non-service itéms.

It is somewhat surprising that the Service haggnestioned whether
advertising truly constitutes a “service” for taxirposes. As mentioned
above, the Tax Court iM.F.H. did not provide an explanation for its
conclusory determination that advertising revenuere entitled to treatment
under the special rules for prepaid services incd@mailarly, the Service in
TAM 200147032 (November 26, 2001) citddF.H. for this proposition
without any discussion. Clearly, as the Jones Smddiawks agreement
demonstrates, the typical sponsorship agreemeeatezhinto by sports teams
and their sponsors grants various self-styled tsghto the sponsor.
Although these contracts are generally in the matof advertising
arrangements, since they also memorialize a sadedf rights, it would not
have been unreasonable for the IRS to insist orecuinclusion of any
advance payments for such rights due to the inegdplity of Rev. Proc. 71-
21.

To be sure, it is difficult to find a clear defilih of “services” for
purposes of the prepaid income rulesBlarnett Banks of Florida, Inc. v.
Commissionef® the Tax Court held that annual credit card mentbprees
constituted prepaid income for services under Reoc. 71-21. Specifically,
the credit card company provided its customers wiHta processing
services, assisted them with lost or stolen cardd,authorized the issuance
of credit. The court rejected the IRS’ argument tha annual fees were “for
membership in the card plan” and thus analogowsltiitional interest or a
commitment feé® In Signet Banking Corp. v. Commissiofiehowever, the
Tax Court ruled that the annual credit card feassate were not received in
exchange for services and that, accordingly, datffeimmder Rev. Proc. 71-21
was not available. Although the credit card issimeSignetBanking did
perform a host of card-related services, the ameticulously scrutinized the
operative cardholder agreement and concluded thele wnany services
were indeed contemplated by the agreement, theridied its right to earn
the fee when it opened the account and establiaheckdit limit for the
holder. In the court's words, the credit card pdavi “performed all of the
acts that it was required to perform in order todmtitled to the annual
membership fee when it issued a credit card tactistomer.*® The Federal

44. A review of various agreements reveals thatnspship and
broadcasting rights are often subsumed under aghtsrfee.”

45.106 T.C. 103, 116 (1996).

46. Id.at 110.

47 106 T.C. 117 (1996aff'd 118 F.3d 239 (4th Cir. 1997).

48 Id.at 126.
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Circuit took up the question of “services” undervRé’roc. 71-21 in
American Express Co. United State® but concluded only that the term
was ambiguous and therefore that the Service'sprg&tion of its own
Revenue Procedure should be granted deference.

Other Code and regulatory provisions that refqudsonal services,
such as sections 448(d)(2) (definition of “quatifiepersonal service
corporation”), 269A (definition of “personal sergiccorporation”) and
469(j)(2) (same), section 954(a)(3) (foreign basmgany services income),
sections 861(a)(3) and 862(a)(3) (income sourcintes), Regulations
section 1.512(b)-1(c)(5) (for UBTI purposes, amaypdid for occupancy do
not constitute “rent from real property” where dalpgial services are
rendered to the occupant), and sections 351 andrtfirecognition upon
incorporation or formation of a partnership) do sbed sufficient light on
whether advertising (at least in the context ofrispsponsorships) is properly
classified as a “service” (as opposed to a licarise limited property right)
for United States federal income tax purposes.

The distinction between services and property sighis at least
partially eliminated when the Service issued 2004-&n addition to
liberalizing the rules regarding the timing of perhance, 2004-34 expanded
the scope of Rev. Proc. 71-21 by allowing incomtemal for items other
than services. Given the ambiguity of the termvias’ under prior law,
this revenue procedure eliminated a prime basisligpute. Section 2.04 of
2004-34 asserts that “taxpayers and the Interna¢iRe= Service frequently
disagree about whether advance payments are, in fiac ‘services.”
Section 4.01 provides that the deferral is avaflabhder 2004-34 for
payments made in exchange for services as welbasus other items of
income, including “the use (including by license lease) of intellectual
property.” ‘Intellectual property’ is further detid in section 4.03 of 2004-
34 as “copyrights, patents, trademarks, serviceksnarade names, and
similar intangible property rights (such as frasehrights and arena naming
rights).”

Extending the benefits of deferral to rights inaimgible property
may have a real effect on sports broadcasting agrets. Under such
agreements, licensing fees are paid to sportstiisee (or sports leagues) in
exchange for the rights to broadcast the team’segaower the air. In PLR
8331053 (April 29, 1983), a taxpayer attempteddfedthe first installment
of a payment made pursuant to a television contiidat Service disallowed
such deferral under Rev. Proc. 71-21 and stated'ttie payments received
under the contracts with the networks in the presase are made not in
exchange for services but in exchange for the [jigger's property interest
in the publicity of its enterprise.” The Servicdedi a number of cases in

49. 262 F.3d 1376, 1381 (Fed. Cir. 2001).
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support of its conclusion, includingoard of Regents of the University of
Oklahoma v. NCAZ’ which held that “[t]he right to telecast collegmfball
games is the property of the institutions partitigain the games, and that
right may be sold or assigned by those institutitmsany entity at their
discretion.”

Usually, broadcast agreements do not contemplatgrbvision of services
on the franchise’s part, but merely grant the netvibe right to broadcast
the action. Thus, whereas under prior law any atlvapayments were
treated as a current sale of property rights, suldig a presumption of
current inclusion under section 451, under 2004h@4e intangible property
rights likely constitute “intellectual property,”’nd sports leagues and
franchises should be entitled to the deferral bensb long as they meet the
other requirements of the ruling.

Advance credit card fees similar to the ones adectin theBarnett
andSignetcases, however, are not eligible for deferral tnesit under 2004-
34. Credit card issuers have had difficulty coningahe IRS and the courts
that annual fees were paid in exchange for serveee®pposed to the mere
availability of credit. In this regard, the Sewvibas stated that the annual fee
“is a fee charged for the acquisition of a propeigirt, the right to the use of
money, and not for the performance of servicéslthough section 4.03 of
2004-34 extended deferral benefits to intellectpedperty and “similar
intangible property rights,” section 4.02 of 2004-®rovides that an
“advance payment does not include — payments w#pect to...credit card
agreements.” Since 2004-34 effectively broadenedstandards set forth in
Rev. Proc. 71-2% credit card issuers seeking income deferral cansily
argue that, to the extent a prepaid credit carcceestitutes service income
(contrary to the Service’'s conclusion in PLR 854800t is entitled to the
more limited deferral of Rev. Proc. 71-21 despiebeing excluded from the
scope of 2004-34.

50. 546 F. Supp. 1276, 1328 (W.D. Okl. 1982). Ske &hlaender v.
Hendrickson316 F.Supp. 1277 (D. Minn. 1970); Weiler & Robestgpranote 6, at
434 (noting that copyright law creates a propeightrin the public broadcasting of
sporting events but not in the bare events of aeyaBeeMSSP, supraote 3, at 4-
2, 4-3 (disallowing deferral relating to broadcagtcontracts on grounds that these
payments are in exchange for property rights, antises).

51. PLR 8543004 (July 18, 1985). See dk&y. Rul. 81-160, 1981-1 C.B.
312.

52. Section 2.04 of 2004-34 asserts that “the Serlaias determined that it
is appropriate to expand the scope of Rev. Pro@17tb include advance payments
for certain non-services.” In light of this statemeone can take the position that
2004-34 does not disallow the deferral of any serincome that falls within Rev.
Proc. 71-21.
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C. Advance Payments: Ticket Sales & Seat Licensing

Sports franchises derive a significant amount géneie from ticket
sales. Tickets are often sold as part of singlenualti-season packages, with
substantial sums paid up front as deposits or ashsmnSeat licensing
involves advance sales of the right to purchaseosetickets for a specified
period of time. In the case of luxury suites orlsikyes, which are most
commonly occupied by corporations and large spansbe advances can be
quite sizable®

Of course, in the case of prepayments for tickadds the case with
all prepayments, it must first be determined thatgrepaid sum constitutes a
taxable advance payment (as opposed to a nontastepéesit) for the trilogy
and related doctrines to apply. That question, wldécbeyond the scope of
this paper, is governed by the “complete doministahdard as expressed by
the Supreme Court iBommissioner v. Indianapolis Power & Light €dn
general, the distinction between a tax-free depmsit a (generally)taxable
advance payment will depend on the precise conbhtérms and the use to
which the funds are put, since the difference is ofh degree rather than
kind. Payments for seat licenses and (although lesser degree) season
tickets usually are refundable only if the games ot actually played,
which militates against deposit treatment.

These types of sports ticket transactions haveeplay prominent
role in the development of the prepaid income dioetrArtnell involved the
proceeds of advance ticket sales by the ChicagaeéA®dx, and the 7th
Circuit in that case easily distinguished the faatdar from those in the
trilogy cases. Specifically, the court pointed that since baseball games are
played on a fixed schedule, “the uncertainty sedss those decisions is not
present here>® Unlike the dance lessons $thludeor the member services
in AAA the scheduled playing of baseball games can lie rapon with

53. By selling seat licenses, a sports team “re@seav substantial additional
and accelerated source of income, with no obligatid repayment.” Schuyler
Moore, Taxation of the Entertainment Industry, P43CCH 2008).

54. 493 U.S. 203 (1990). See generdlyrgess J.W. Raby & William L.
Raby, Taxable Advance Payments vs. Deposits anérizéf, 2001 TNT 164-88
(Aug. 23, 2001) (advising practitioners to carefudtructure escrow arrangements
and advances for their clients so as to maximizerirte deferral). To the extent an
arrangement is silent as to refundability, IRS guoitk suggests that the complete
dominion test will be met. See TAM 200619023 (F&b.2006) (holding that a
prepayment made pursuant to a service contractdidanot contain any refund
provision was a taxable advance payment since digergsurrendered control of the
proceeds once they were paid).

55. Artnell, supranote 17, at 984.
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near certainty (subject to occasional rain-outgher like). Therefore, the
court ruled, the deferral of income in such circtanses embodies a near-
perfect reflection of incom®.

The Tax Court had an opportunity to apply the raaspof Artnell
in the 2002 case dfampa Bay Devil Rays, Ltd. v. Commissiotién Devil
Rays the taxpayer partnership received payments inb1&8d 1996 for
season tickets and luxury suites for games that weebe played in 1998, the
inaugural year for the Devil Rays baseball franehiBor book and tax
purposes, these amounts were not reported untigdnges were played in
1998. After reviewing the trilogy cases and subseguevelopments, the
court concluded that “the facts before [it] in tingtant case fall within the
narrow fact pattern oArtnell.”*® Since all game-related expenses were to be
predictably incurred beginning in 1998, deferralrafome was proper under
section 446. Additionally, the advances were refilohel in the event the
Devil Rays did not play the 1998 season.

In the case of seat licenses, the IRS has ruleddivf@rral is not
permitted beyond the date of receipt of the licefiese In CCA 200247035
(August 16, 2002), a professional sports franchidd personal seat licenses
to help finance the construction of a new staditilre licensing fee was paid
in three installments to be paid over three yemnd, entitled the licensees to
purchase tickets to all future games to be playethe new stadium. The
license agreement provided that “the licenseesoméda revocable right of
personal privilege and that the licenses did noiferoany real property or
leasehold interest in any particular stadium sedise IRS chief counsel,
relying on sections 446 and 451, ruled that thedggr was required to
include in income each installment payment undercintract at the time it
became due and payable or was paid, whichever mctuirst. One
commentator has observed that this ruling was ddcitbrrectly and that

56. In the various IRS rulings and reported casdsance payments for
sports tickets have been uniformly treated as prapats for services. Sefrtnell,
supra note 17 (assuming without analysis that athvaicket payments are for
services to be performed when game is played);, Sillpra note 22, at 1662
(characterizing the rendered service as “the ptayih the game”).Undoubtedly,
franchises perform numerous services for ticketdard, such as parking,
concessions and promations. However, most of &tigkalue is attributable to the
right it vests in the holder to gain admittancenitihe arena to view the sporting
event. Since the game is played irrespective of dttendance, query whether
advance ticket payments are perhaps more prop@ilyed as prepayments for a
limited property right, (a license to enter privateperty for a limited purpose).

57. T.C. Memo 2002-248 Devil Rays).

58. Id at 19. Notably, irDevil Rayshe advance payments represented 25%
of the total season ticket prices.
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under the prevailing authorities on prepaid serwitmme, deferral of seat
license fees would be improper because of the taingr regarding if and
when the seat license will actually be uggd.

The nature of seat licenses, however, raises thstign of whether
it would be more appropriate to treat such prepaysas option premiums
(and therefore subject to the tax accounting appleto options) instead of
items of prepaid income subject to section 451 thedtrilogy cases. Under
section 1234(b), a grantor of an “option in propédoes not incur taxable
income until the option transaction is completewtigh lapse, exercise or
other dispositiofi° This “open transaction” treatment is accorded bseahe
prepayment is eventually applied (if and when tpdom is exercised) as a
credit to the purchase price of the tick&tsVhile section 1234(b) on its
terms only applies to options in stock, securitiegmmodities and
commodity futures, options on other types of propere probably still
entitled to open transaction accounting under geetion 1234 case latf
the seat license lapses, the team’s gain will gdiyebe ordinary income
under the extinguishment doctriffeTherefore, to the extent a seat license is

59. Moore, supraote 53, 1 1304 (“If payments for a seat licenseewet
taxable on receipt, it would be difficult to ratedize why any other advance
payments would be taxable”). Moore points out thabther typical seat license
arrangement involves the licensee’s purchasing raerdast-free bond from the
franchise in exchange for which the franchise gramtseat license. These loan
proceeds are obviously not taxable to the franchig¢, under the rules of § 7872,
the purchaser is deemed each year to receive ichnierest income from the team
and to make a non-deductible payment for the ge=ide.

60. SeeRev. Rul. 78-182, 1978-1 C.B. 265.

61. See Comm’r v. Dill Co., 294 F.2d 291 (3d @#®61) ($50,000 paid for
five year extension on a license to use a trademerich license included an option
to purchase, was not currently includible to licanisecause it was intended to be a
downpayment on the purchase price in the evenlidbesee exercised the purchase
option). A similar payment in a capital transactiwas found not to be currently
taxable inVirginia Iron Coal & Coke Co. v. CommissioneB9 F.2d 919 (4th Cir.
1938), since at the time the payments were madestimpossible to know whether
the sum would ultimately represent a return of @dpdr premium on a lapsed
option. See alsRev. Rul. 58-234, 1958-1 C.B. 279.

62. See, e.gVirginia Iron Coal & Coke Co.supranote 61. Where the call
option is exercised, the premium constitutes phthe writer's amount realized on
the sale, and will take the character based ométere and holding period of the
underlying property being sold. Rev. Rul. 78-18%ranote 60.

63. Leh v. Comm’r260 F.2d 489 (9th Cir. 1958); Rev. Rul. 57-40, 1957
C.B. 266. Capital treatment would not be availaibheler § 1234A, which grants
sale/exchange treatment to the termination or lapsecertain contracts. The
provision was expanded by the Taxpayer Relief Ac397, Pub. L. No. 105-34, §
1003(a), to cover “right[s] or obligation[s]” witlespect to all property which would
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an ‘option’ for tax purposes, a prepayment couldceivably be subject to
deferral, character notwithstanding.

Regrettably for sports franchises, a seat licelsséikely not an
option for tax purposes. Firstly, the arrangememsdnot entitle the holder to
purchase seats at a fixed price; instead, he t{picaust pay the going price
at the time of purchase. This militates againsiooptreatment since the
presence of a ‘strike price’ is one of the hallnsaok a true optiofi! Second,
since advance payments for tickets themselves Hmen treated as
prepayments for services, payments forrtgbt to purchase a ticket may not
constitute an option to buy property, but rathepayment creating an
executory obligation to purchase services. Theuagg of section 1234(a)
suggests that there must be underlying propertgrder for a statutory
option to exist. Consequently, a seat license $eprobably not entitled to
deferral, while a true prepayment for specific ¢tk (as described above)
can be deferred unddéurtnell and Devil Rays The next part of the paper
discusses the broader importance of these casdBeirarea of income
deferral.

D. Continuing Viability of the “Certainty of Perforance” Standard

The court inDevil Raysrelied on the theory oArtnell to permit
deferral without even mentioning, much less appgjyiime strictures of Rev.
Proc. 71-21. The advance payments in that casedwbale failed the

be a capital asset in the hands of the taxpayars,Td seat license fee (assuming it
were an “option”) could still be entitled to satedatment (to the team) upon lapse if
the license were “with respect to” property (itbe ticket), and such ticket would be
a capital asset in the team’s hand. However, ticke¢ clearly not capital assets in
the team’s hands under § 1221(a)(1), and thus $A2®&ould not apply.
Consequently, even if a seat license were an gpaidapse would result in ordinary
income to the team.

64. The underpinnings of the Service’s approachptions taxation can be
found in the seminal case &urnet v. Logan283 U.S. 404 (1931). An option
transaction has been described by the Service in Rel. 58-234, supraote 61:
“just as the optionee thereby acquires a righteit sr buy, certain property at a
fixed priceduring a specified future period or on or befospacified future date, so
does the optioner become obligated to accept, laredesuch property at that price”
(emphasis added). The fact that a seat licenseet iaking an economic “position”
with respect to the seats makes a seat licensdeualitraditional option. See
generally Stanley |. Langbein, Federal Income Taxation of I&a& Financial
Institutions, 1 4.06 n. 322 (Warren, Gorham & Lamont 2001). Atkuilly, a seat
license may still be similar enough to a “traditdin option to warrant open
transaction treatment under general principles.
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applicable requirements since the services to benpeed by the team were
to take place as many as three years after thegragnwvere made. The Tax
Court nevertheless fourttnell to be determinative of the deferral question.

Sports tickets are perhaps the quintessence ofdfend definite”
services, and these two “ticket cases” lend greppart to the proposition
that, as a general matter, and notwithstandingrilogy, service agreements
that are drafted with enough precision and spétifitay enable taxpayers
to defer income recognition over multiple taxabkass. While the trilogy
involved prepayments for services and appear teesept weighty authority
against deferral, it is not unreasonable to readctses as being limited to
their facts. Indeed, the nature of the prepaid nmearules require fact-
specific inquiries into whether a particular taxpdy method of tax
accounting represents a clear reflectioisfeconomic income. The trilogy
taxpayers employed methods that were artificial amdkterminate, and
statistical showings could not persuade the cdbat deferral resulted in a
clear reflection of income. Arguably, income earmeddvance of services
that are as fixed and definite as the occurrendmeéball games should not
be limited by Rev. Proc. 71-21 or 2004-34.

The above conclusion is borne out by a carefulesg\wf post-trilogy
court decisions. Initially, many cases interpretied non-deferral principle
broadly and categoricalfj. However, courts eventually began to focus on
the particular circumstances before them, and aeletped that the
Supreme Court had not established an inflexible ofilaw® Although most
of these decisions have articulated a high threlshal Artnell treatment,
they have consistently intimated that deferralgprapriate on the right set
of facts®’ Thus, even in light of the 1971 and 2004 IRS reeeprocedures,
taxpayers should still be able to find support e tcase law. As one

65. See, e.g., Gillis v. United State)2 F.2d 501, 506 (5th Cir. 1968)
(“The theory behind the accrual system is not cicapgd. Income items are
reported in the year in which the right to recetkem becomes fixed even though
such items are not immediately receivable. At moeti however, are such items
reportable later than the year of actual receipt”).

66. In addition toArtnell and Boise Cascadesee generallyl.F.H., supra
note 29 andChesapeake Financial Corp v. Commission@8 T.C. 869 (1982)
(disallowing deferral of mortgage banker's commitinéees on the grounds that it
“lack[ed] a precise breakdown as to... the time #nwise was provided”).

67. Automated Mktg. Sys., Inc. v. United States, AR 2d 5427 (N.D.
lll. 1974) (allowing deferral of marketing serviagcome for more than two years);
Handy Andy T.V. & Appliances, Inc. v. Comm’r, T.®lemo 1983-713 (stating that
deferral may be permitted “based upon contract $eomhistorical data regarding
services performed for the specific payee”); CadégyCap & Gown Co. v. Comm'r,
T.C. Memo 1978-226 (applyingrtnell because future performance was fixed). See
alsocases cited supraote 29.
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commentator has noted, “depending on the partidatas, pre-trilogy cases
may be just as applicable today as both the tritogy post-trilogy case$®

Indeed, the Service itself in a number of rulingss mot given
dispositive weight to the taxpayer’s failure to q@dynwith the requirements
of Rev. Proc. 71-21. In TAM 200001006 (January GQ®, the taxpayer
provided various consulting services for its clgnicluding carrying out
market research studies over a specified periodinogé to study retail
consumer trends. Fees for these studies were digneeeived in advance
of the performance of the services. With respeapiecific types of market
studies, the taxpayer argued that although hedfélecome under the ambit
of Rev. Proc. 71-21, thBoise Cascade/Artndihe of cases furnished a basis
for deferral of income. The Service did not rejit argument in principle,
but instead distinguished these cases and concltiidthe taxpayer’s
method of tax accounting did not clearly refleatdme under the trilogy and
its progeny.

In TAM 200619023 the Service addressed a taxpayer’s deferral
claim based orrtnell and its progeny despite the taxpayer’s clear faitor
secure the Commissioner's consent, as required éy. Rroc. 71-21.
Specifically, section 5.01 of Rev. Proc. 71-21 efathat with respect to
services performed by related parties, the adomifahe deferral method of
accounting under the revenue procedure is to letetleas a change in
method of accounting subject to the consent remérgs of section 446(e).

The taxpayer in the TAM received advance paymeorhfa related
party (for whom it had contracted to perform seggic and utilized the
deferral method without procuring consent. Nevdetd® the taxpayer cited
to Artnell and Devil Raysand argued that its deferral methodology clearly
reflected income. The Service held that the sesviwevided by the taxpayer
were not performed on a fixed schedule. Rather,titlheking services at
issue were carried out based upon reasonable tealbsit during pre-
determined time intervals. The ruling is criticaltiso much for its result but
for the fact that the Service proceeded to addhesArtnell claim even after
determining that the taxpayer clearly ran afouRe¥. Proc. 71-21.

Sports franchises that enter into lucrative spastgpragreements
that feature sizeable front-loaded payments arésgeled to draft contracts
that are excruciatingly specific about the “sersicewed to the sponsor.
Doing so can serve to support the (accrual mettog)ayer’'s position that
deferral of inclusion until the time that servicase performed is a clear
reflection of income. The credit card fee casesatestrate the significance

68. Gertzman, supnaote 7,1 4.03[3]. See alsMoore, supraote 53, at 61
(suggesting thaArtnell, Boise CascadandDevil Raysmay still be good law).
69. See supraote 54.
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of precise drafting in this fact-intensive areataX law, as courts and the
Service are likely to insist that the smallest amoof uncertainty or
ambiguity precludes the deferral of prepaid incormeleed, “a simple
change in the language of the applicable agreemanptprovide the basis for
a deferral.™

Exhibit C to the Jones/Seahawks agreement discusdenie
(“signage specifications”) deals with Jones’ adgarty and signage rights at
Qwest Field. The agreement provides,

Each Agreement Year, Jones is entitled to theviotig permanent
signage:

* One (1) 42’ x 12’ tri-vision panel on the North temscoreboard.
* One (1) in stadium LED rotation per Seahawks hoaraey

* One (1) 28’ x 4’ backlit interior Qwest Field Evedéenter panel.
* One (1) 2" x 2’ Qwest Field Event Center exterigns

If a prepaid income question were to arise on aubg Seahawks could
point to the precise wording of the contract and tfixed and definite’
nature of the advertising services they are callgah to perform under the
contract, especially since such services are uiélydinked to the games
scheduled to be played by the Seahawks. In this ¢tias deferral of advance
payments is perfectly consistent with the “cleaflestion of income”
standard as developed by the courts.

While the prepaid income doctrine is relevant t@ tbngoing
operations of sports teams, there are also humeasussues that arise in
connection with the acquisition and sale of sueimdhises. The next part of
this paper will address the colorful historical kdop and legal
developments pertaining to one such issue; the tamaton of player
contracts (and other intangibles).

70. Gertzman, supraote 7,1 4.03[3][e]. See alsoC.L. Kelley & A.H.
Lieberman, How to Defer Revenue From Prepaid SerWiwome, 75 Taxes 3,
(1997). Kelley and Lieberman draw on the creditdceases discussed above and
conclude that the Tax Court’'s analyses in thesescdsan be helpful to other
taxpayers with service income such as health ckeddkjlar phone companies, online
service providers and law firms.”
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PART lll - SPORTS FRANCHISES AND PLAYER CONTRACTS

“You go throughThe Sporting New®f the last 100 years,
and you will find two things are always true. Yaver have
enough pitchers, and nobody ever made mofiey.”

The acquisition and sale of sports franchises laaways piqued the
interest of the IRS. This fascination is due to féd that the value of sports
teams consists disproportionately of intangibleetsssa characteristic that
presents tremendous challenges in the areas afatibo and valuation.
According to the IRS, nearly 90% of the value oBports franchise is
attributable to its intangible assétsVioreover, buyers are usually wealthy
individuals with extensive business interests oletshe franchise itseff.
The tax treatment of these intangible assets, winickude franchise value,
player contracts, and media rights, has substhntidlected the market’s
valuation of franchises. Part Il of this paper Iw@xplore the current
treatment of “sports intangibles” under the appiieatax laws and will
describe the concerns that have fueled Congressamabjudicial action in
this area, one that is rich with tax policy consati®ns.

A. Taxation of Sports Intangibles — Pre-2004

Although sports teams usually own a small numbdandible assets
such as uniforms and equipméhtheir most valuable assets are generally

71. Donald Fehr, former director, MLB Players’ Aswdion, quoted in
Zimbalist, supranote 2, at 47.

72. IRS Memorandum, Examination of Sports Franchisguisitions,2003
TNT 221-37 (Oct. 24, 2003). This directive is dissed further infranote 137 and
accompanying text.

73. SeeRobert F. Reilly, Sports Franchise Acquisitionsrdhase Price
Allocation Procedures, The CPA Journal (Oct. 2003).

74. Even the most valuable sports franchises giyeata not own their
own stadiums, but instead rely on public financiagsuch costs. For example, the
New York Yankees’ new stadium, under constructiothie Bronx at the time of this
writing, is expected to cost $930 million, and tieam will receive $866 million
from tax-exempt bonds issued by New York City. BmdJary 2009, the Yankees
requested an additional $370 million in tax-exenmnd financing. Richard
Sandomir, Hearing on Bonds for new Yankees Stadbets Testy, N.Y. Times, Jan.
14, 2009. Bryan Virasami, Mets Detail Stadium Ficiag, Newsday, Apr. 11,
2006. By brandishing the threat of relocation, tedmave been able to negotiate
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the league franchise (and the concomitant riglgetographical exclusivity),
rights to league-wide revenue streams (especialgdian and licensing
contracts), and player contrallsSince these assets comprise such a
substantial percentage of the sports franchiseatladable methods of cost
recovery stand to impact overall franchise value.

1. Early Cases and the Franchise Value Explosion

Until 1993, with the introduction of section 197daits 15-year
amortization of most intangibles, the amortizatafnintangible assets was
governed exclusively by section 167 and its regutat Regulations section
1.167(a)-3 provides that depreciation deductiorsaanilable with respect to
intangible assets only if it can be demonstrated shich assets have limited
useful lives and ascertainable values, and thadempoeciation is allowable
with respect to goodwill® Therefore, taxpayers traditionally sought to
allocate large amounts of purchase price to anadfiz intangible assets
such as player contracts, while the IRS would tneis allocating value to
intangible assets with indeterminate useful liveshsas the franchise itself,
or goodwill. Under Regulations section 1.167(a)}Lthe estimated useful
life of an asset is “the period over which the as®ay reasonably be
expected to be useful to the taxpayer in his traddusiness or in the
production of his income’”

The tax benefit attributable to sports player cacts purchased as
part of a franchise acquisition can be traced lack number of cases from
the 1920s and 30s. At the time, typical contracteduin professional
baseball, football and basketball provided for gmar of service and
contained a “reserve” clause granting the team ptiom to renew the
contract for another year. The athlete and the tesould typically

favorable leases in stadiums built with taxpayelad®. See supranote 2 and
accompanying text.

75. See Stephen A. Zorn, ‘Couldna Done it Without the Playe
Depreciation of Professional Sports Player Congraénder the Internal Revenue
Code,4 Seton Hall J. Sport L. 337 (1994).

76. See also Houston Chronicle Publishing Co. \itddnStates, 481 F.2d
1240 (5th Cir. 1973)cert. den, 414 U.S. 1129 (1974); Rev. Rul. 74-456, 1974-2
C.B. 65. The disallowance for amortizing goodwilhsvfirst introduced in T.D.
4055, VI-2 C.B. 63; Reg. 69, Art. 163 (Revenue Att1928, Reg. 69, Art. 163).
Treas. Reg. 8 1.167(a)-3 still contains the gernetlal for intangible assets, but now
cross references 8 197 for the treatment of gobdwadl certain other intangibles
acquired after Aug. 10, 1993.

77. Of course, costs are treated as capital expeadiin the first place only
if they are attributable to the acquisition of asset whose useful life extends
substantially beyond the taxable year. Treas. B4g263(a)-2(a).
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renegotiate the salary prior to the option yeawyédwer, if no agreement was
reached, the club had a limited right to fix théasa If negotiations turned
acrimonious, the team, of course, could not fotwe player to play, but
could prevent the player from playing for anotteam in the leagu@.

The first tax case to address the issue of playetracts in
connection with the purchase of an entire team thas1935 decision in
Chicago National League Ball CIUB In that case, the taxpayer had

78. The reserve clause was a key feature in priofesssports contracts
from as far back as the late 1800s. The seminateBug Court decision ikederal
Baseball Club v. National Leagu259 U.S. 200 (1922), held that baseball was an
“amusement,” and therefore not subject to the raristifaws. This ruling ensured that
the reserve clause, and the bargaining power it gavbaseball owners, would
remain a fixture of the game for many years. Howewe 1975, an arbitrator ruled
that two pitchers playing under the reserve claaméd bargain with other teams,
since a sports league could not retain the sengatasplayer indefinitely. The ruling
was upheld by the Eighth Circuit and gave rise e advent of free agency,
changing the course of modern professional sports.

79. B.T.A. Memo. 1933-197 (1933aff'd per curiam,74 F.2d 1010 (7th
Cir. 1935) (‘Chicago National Leagug To be sure, owners of sports franchises had
litigated the issue of cost recovery on player cmis from as early as the 1920s.
However, prior toChicago National Leaguethe question primarily arose with
respect to the acquisition @fdividual player contracts (where it was clear that a
specific sum was allocable to a particular conjfaas opposed to purchases of
franchises that included an aggregate of contrbudeed,Chicago National League
also involved deductions with respect to individyacquired player contracts. The
first case to address the sale of individual playattracts wa®allas Athletic Ass’n.

v. Commissioner8 B.T.A. 1036 (1927), which held that amountgdgday one minor
league baseball team to another for player contrigtits were in the nature of
capital expenditures and were not ordinary and s&ug business expenses. In later
cases, however, includir@hicago National Leagy&he Board of Tax Appeals (the
“Board”) reversed course and permitted current agpry of the cost of acquiring
player contracts. In these later cases, the coloigings were based on highly
guestionable analyses of the reserve clause. Ron@e, inPittsburgh Athletic Co.
v. Commissioner27 B.T.A. 1074, 1076 (1933), the Board permiteeccurrent
deduction even though the contracts were sure nefltehe club for more than a
single year, as baseball's version of the resefsase gave the team the right to
unilaterally set the salary for the renewal yedre Third Circuit affirmed the Board
72 F.2d 883, 884 (3d Cir. 1934), pointing out thatthe player should cease to
engage in professional baseball, the option foeweh of his contract would become
valueless.” See also Helvering v. Kansas City Aoasri Assoc. Baseball Corb
F.2d 600 (8th Cir. 1935). NotablRjttsburgh Athletic Cq Chicago National League
and Kansas City American Assoc. Baseball. @@re accepted by the IRS in two
administrative pronouncements, |.T. 2932, XIV-BC61 (1935) and I.T. 4078,
1952-1 C.B. 39. The Service eventually realized tha reserve clause did in fact
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purchased a baseball franchise and the thirty @iasger contracts that were
owned by it at the time. The Board clearly accejmeatinciple an allowance

for the depreciation of these contracts; howevag, t lack of proof and a
failure by the taxpayer to allocate the purchaseepbetween the contracts
and the franchise, the Board effectively passed tlo@ question of

amortization.

In Rev. Rul. 54-44%°the IRS squarely addressed, for the first time,
the proper tax treatment of player contracts aeguias part of a larger
acquisition. The Service held that the cost of staioof baseball player
contracts must be capitalized and recovered overugeful life of such
contracts. Since the contracts at issue were umitore-year player contracts
with then-standard reserve clauses, the Servicedstdhat it would be
reasonable to compute their useful lives basethemitior owner’s pattern of
exercising the optiorfs.

With respect to the acquisition of individual playeontracts, by
contrast, Rev. Rul. 54-441 agreed to full dedulitybiin the year of
purchase, thereby approving of the results in @Bimard cases. However, the
Service eventually rejected these cases (alongRéth Rul. 54-441) in Rev.
Rul. 67-379*where it held, quite sensibly, that all costs dajwidng player
contracts must be capitalized and amortized oveir thuseful lives.
Capitalization was mandated even with respect ¢oltlyear contracts with
reserve clauses, since the effect of the team'mmopis the same as if the
player were expressly to bind himself to play ofdy the club which owns
his contract for the entire period of his usefte las a player in organized
baseball, subject to annual salary adjustmentssinilar conclusion was
reached with respect to professional football @witrin Rev. Rul. 71-13%,
which likened football's “option clause” to basdimlreserve clause and
disallowed current deductibility of such costs.these rulings and cases, the
point of contention was current deductibility vessgapitalization and
amortization. At no point did the IRS argue thadyelr contracts were not

give teams an upper hand on players and rejecte@ntudeductibility for all
acquisitions of player contracts (requiring instelagreciation over the useful life of
such contracts). Sdeev. Rul. 67-379, infraote 82.

80. 1954-2 C.B. 101.

81. In baseball, unlike football and basketballewlthe renewal option was
exercised, the renewed contract would itself congai option to extend. Although
this feature could have furnished an independesisiiar the Service to differentiate
between the useful lives of baseball player cotgrand those in other sports, it
never attempted to do so. Skeeslie S. Klinger, Professional Sports Teams: Tax
Factors in Buying, Owning and Selling The®® J. Tax'n. 276, 277 n.4 (1973).

82.1967-2 C.B. 127.

83.1971-1 C.B. 104.
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depreciable property, which proved to be a boathéosports franchises that
claimed these deductions to the tune of millionginsavings.

Because of the ability to amortize the costs oyglaontracts over a
relatively short timeframe, taxpayers involved mme tpurchase of sports
teams began to allocate a substantial portion quiattion costs to the
contract$® This phenomenon proved to be a driving force hehine
explosive growth of professional sports franchiggeughout the 1950s and
1960s. The deduction attributable to purchasedeplapntracts roughly
doubled the value of major league sports franchises 1959 to 1975 The
favorable tax rules also fueled expansion of thertspleagues themselves.
Indeed, by 1974, the number of professional spedsms had increased to
114 from just 42 in 195% Notably, many franchises continued to report tax
losses as cash income and enterprise values cedtiourise. According to
one commentator, “the purchasers were attractatiéotax shelter aspects of
the business rather than by the prospect of operatiofits.®’

In the mid 1970s, the courts again began to losloggly at the
amortization of player contracts in sports. Laird v. United State¥ the
government argued that an allocation of over 90% &fports franchise’s
purchase price to the player contracts was improplee taxpayer ihaird
was a shareholder of the S corporation that hadhased the NFL's Atlanta
Falcons as an expansion franchise in 1966. Purswgarthe acquisition
documents, the taxpayer paid total consideration3®56 million for a
“bundle of inextricably related assets” that in@ddparticipation in the
NFL's lucrative television contract with CBS, a higto participate in an
expansion draft and acquire 42 veteran player aot#y and the right to be
the sole NFL team within a 75-mile radfiisOn its tax return, the taxpayer
reported the cost of the player contracts as $1libm(91% of the purchase
price), and claimed sizeable depreciation dedustamtordingly.

The momentous nature of thaird case is evidenced by the fact that
the IRS held approximately 130 cases in abeyancelipg the District

84. Zorn, supraote 75, at 345, 351.

85. Id. at 351 n. 49. See alSteven Braun & Michael Pusey, Taxation of
Professional Sports Teams, 7 Tax Adviser 196 (1§3@inting out that the ability to
amortize player contracts (at least as of 197@hésmost significant tax aspect of
sports franchise ownership).

86. Zorn, supra note 75, at 3Ftiting Richard A. Koch, NoteThe
Professional Sports Team as a Tax Shelter — A Gasdy: The Utah Stars, 1974
Utah L. Rev. 556 (1974)).

87. Id The *“tax shelter” nature of the player contract aimation
allowance is discussed infRart 111.A.2.

88. 391 F. Supp. 656 (N.D. Ga. 197&ff,d 556 F.2d 1224 (5th Cir. 1977).

89. Id. at 659.
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Court’s decision?® Clearly troubled by the zeal with which sportsnfrhises
were writing off their intangible assets, the gawaent’'s stance was that it
would “no longer accept the arbitrary valuationageld on player contracts
for depreciation purposeS!” After hearing expert witnesses describe, in
great detail, the proper method of valuating edcth® player contracts, the
court in Laird disallowed the taxpayer’'s allocation and concludeat a
significant portion of the purchase price was allde to the present value of
the (nonamortizable) league-wide television rigigpecifically, in reducing
the amortizable basis of the player contracts t0¥&illion, the court ruled
that “the allocation of the entire amount of thergmase price to player
contracts and nothing to the extraordinarily valaaklevision rights which
also were owned by and acquired from the membandeim the same
transaction” did not comport with “the principlebazonomic reality *

The tax treatment of transferred franchises (asosgg to the
expansion teams at issue liaird and First Northwest was addressed in
Selig v. United Stat&sa case dealing with the 1970 purchase of the I8eatt
Pilots, an American League baseball team that wasaiely moved to
Milwaukee as the Brewers. The syndicate of puraisased by Allan ‘Bud’
Selig, allocated $10.2 million of the $10.8 milligpurchase price to the
major league and minor league player contracts isemjialong with the
team? The District Court heard the testimony of appraisen both sides
and concluded that Selig’s appraisers had offeted rhore convincing
valuations. Interestingly, the court suggested tina small size of the
Milwaukee market supported the modest franchisgcation (“The right to
play baseball in Milwaukee is not worth much; every agrees on that).
The Seventh Circuit affirmed the District CourtSeligin what reads more

90. S. Barksdale Penick, The Selig Case and Anaitiz of Player
Contracts: Baseball Continues its Winning WagsComm. Ent. L. J. 423, 430
(1984). The Commissioner testified that these casadved “millions of dollars in
additional taxes.” Inquiry into Professional Spotefore the House Select
Committee on Professional Spor@gth Cong., 270 (2d Sess. 1976).

91. Weill, Depreciation of Player Contracts — Theveérnment is Ahead at
the Half, 53 Taxes 581, 584 (1975).

92. Laird, supranote 88, at 659, 669. In a similar cabé&st Northwest
Industries of America, Inc. v. Commission&0 T.C. 817 (1978)rev’d and
remanded on other ground649 F.2d 707 (9th Cir. 1981)HKjrst Northwest), the
taxpayer was the purchaser of the Seattle Supessafithe National Basketball
Association (“NBA”"). The Tax Court reduced a 91%y#r contract allocation to
28.6%.

93. 565 F. Supp. 524 (E.D. Wis. 1983).

94. Id at 525. The purchasers allocated only $500,00th¢oftanchise
itself.

95. Id at 535.
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like a Ken Burns paean to baseball than a legaliopi® (In a strange twist
of irony, Selig, then (and still) the commissioradrbaseball, appointed a
panel in 1999 in response to owners’ clamoring alibe escalation of
player salaries’}

The Selig case has been called the “high water mark of tapay
success” in allocating purchase price to playertreots?® Indeed, the
owners of the Pilots were able to write off nedhlgir entire investment over
five years, the approximate “useful life” of a blaak player at the time. The
government clearly found the allocationSeligto be abusive and even went
so far as to suggest that baseball clubs and tdpeillawyers were colluding
to establish artificially high contract valuatioimsa conspiracy to deprive the
government of its taxes.

In response to cases suchSmdig Congress enacted section 1056 as
part of the Tax Reform Act of 1978 That provision established a
rebuttable presumption that when a sports franctiéssold or exchanged,”
not more than 50% of the purchase price is allecablplayer contracts. It
also provided that the purchaser’s basis in a plagatract cannot exceed
the seller’'s adjusted basis plus the seller's reizegl gain on the transfer.
According to Senate testimony, the provision wapeeted to generate
upwards of $5 million per year in additional taxveaue'®' In TAM

96. Selig v. United Stateg40 F.2d 572 (7th Cir. 1984). Judge Bauer opens
the opinion with a detailed discussion of the higtof baseball and a recounting of
momentous events and legendary players. Sprinklezlighout are excerpts from
“Casey at the Bat.” The decision famously conclud§§lhere should be joy
somewhere in Milwaukee — the district court's juégins affirmed."Selig,740 F.2d
at 580.

97 William H. Baker, Symposium: Sports Law in thds® Century:
Taxation and Professional Sports — A Look Inside ltuddle 9 Marq. Sports L.J.
287, 287 n.2 (1999).

98. Zorn, supraote 75, at 389.

99. One of the appraisers used by the Pilots wadose friend and
confidante of Selig’s, a fact that the court nobed dismissed. It concluded that the
appraisal was independent and fair, and suppostegeberally accepted accounting
principles.

100. Tax Reform Act of 1976, Pub. L. No. 94-455282(a)(1). Section
1056 was ultimately repealed as part of the Amaerigabs Creation Act of 2004,
Pub. L. No. 108-357 (the “Jobs Act"), discussedarffart 111.B.

101. Ultimately, 8 1056 failed to serve its inteddpurpose, as sports
ownership structures proved too sophisticated gthenimited scope of the rule. In
the first case to interpret § 1056, the Tax Couposed one such flaw. IR.D.B.
Sports, Ltd. v. Commissionet09 T.C. 423 (1987), the taxpayer purchased a 61%
interest in the partnership that owned the NFL'sni@ Broncos, triggering a
deemed termination of the partnership under § 7QB((B). Under the applicable
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9617001 (April 26, 1996), the Service clarifiedttsaction 1056 applied to
the creation of a new expansion franchise and nigttbe sale of an existing
franchise.

The 1976 legislation also enacted section 1245(aMdich provided
for the recapture of previously taken depreciatdrplayer contracts upon
the sale or exchange of a sports francHfseThis rule essentially
amalgamated all player contracts for depreciatiecapture purposes. In
Congress’ view, this provision worked hand-in-hawmith the basis rule of
section 1056. According to the Senate Report, usdetion 1056, “a more
appropriate allocation will be achieved since, teubstantial extent, the
buyer and seller will be adverse parties with respe the allocation (i.e., to
the extent that the amount of gain attributablpléyer contracts will be fully
recaptured as ordinary income, the buyer and sellebe operating at arms
length with respect to the allocatiortf®

Even with the limitation imposed by section 105&wkver, the
depreciability of player contracts proved to beoarbto some sports owners.
The syndicate of investors who purchased the BoRieth Sox in 2002 for
$700 million allocated $350 million to player saéa Thus, the first $70
million of Red Sox operating profits for each o&thext five year§® were

regulations, the transaction was treated as a déeliséribution of the partnership
property to the new and continuing partners folldwey a contribution of the
property to the ‘new’ partnership, triggering a ibastep-up under the partnership
basis provisions of 88§ 732 and 743. The Serviceermted that § 1056 still applied
despite the fact that the contracts were acquivezligh the transfer of a partnership
interest (as opposed to a transfer of the francitssdf). The Tax Court held that
since there was no “sale or exchange” of a spmatghise, the § 1056 limitation did
not apply. Consequently, the partnership was abtake a fair market value basis in
the player contracts (approximately $36 milliomegpective of the gain recognized
by the selling partner with respect to the playartracts and despite the fact that the
prior partnership had a basis in such contractalequb6 million. In light of the fact
that many sports teams are operated through pahipser the failure of Congress
and Treasury to explicitly address the interplay8of056 with the self contained
basis provisions of Subchapter K left a large hol¢he statute. See aldasper L.
Cummings, Jr. & Robert P. Hanson, American Jobsaiiéne Act of 2004: A
Selective Analysis, 1 5.02 (Warren Gorham & Lan2®®5) (arguing that the result
in P.D.B. Sportessentially made § 1056 elective).

102. Tax Reform Act of 1976, supra note 100§ &12(b)(1) (effective for
player contracts transferred as part of a salerdoguafter Dec. 31, 1975). This
provision was also eventually repealed by the Xaits

103. S. Rep. No. 94-938, 94th Cong., 90 (2d SE386), 1976-3 Vol. 3
C.B. 128.

104. Under the 8 1056 regime, the Service genesaatepted useful lives
of between three and six years for baseball cotstrathis was based on the
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essentially tax free. Similarly, of the $130 mifliéranchise fee paid by the
partnership that acquired the expansion Tampa BagvilDRays,
approximately $75 million was allocated to the 3&yprs selected by the
team in the expansion draff. In these cases, even if initial team profits fell
short, the excess deductions were able to be ugdbebowners to offset
their other business income.

2. Player Contract Amortization as Tax Shelter?

Several commentators have suggested that the Sewis not
aggressive enough in its early rulings (and thdyejadicial decisions)
regarding player contract amortization and thecallion of purchase price in
franchise acquisition$” Interestingly, the early IRS pronouncements, such
as Rev. Ruls. 54-441 and 67-379, were hailed byesas government
victories against aggressive sports owners sedhiggin current write-offs
for longer term “capital” investment&® However, later cases demonstrated
that these franchises, along with their crafty fficial advisors, were able to
parlay the new legal standards into tremendous-takeresults. Given the
deductibility of player salaries and various playlvelopment expenses,
there were certainly a number of theories on whiah government could
have argued that the cost of a player contractet®werable only upon
disposition:*® It is possible that the government failed to aptite the

historically accepted measure of the average plyeoductive career. S@dSSP,
supranote 3, at 9-1.

105. SeeDevil Rayssupranote 57, at 1538.

106. SeeNathan R. Scott, Take Us Back to the Ballgame: Thes and
Policy of Professional Sports Ticket Pric&® U. Mich. J.L. Reform 37, 58-59
(2005); Klinger, supraote 81, at 277 n.6.

107. See, e.g.Zorn, supranote 75 (characterizing the amortization of
player contracts as a “tax shelter” and arguing tinaler pre-2004 law, no deduction
should be allowed with respect to player contractguired in bulk). See alsgerald
W. Scully, The Business of Major League Basebal (1989); Klinger, supraote
81.

108. Zorn, supraote 75, at 379.

109. The costs of player development (including diperation of a farm
system and the employment of talent scouts) isduatile expense under § 162.
The court inSelig supranote 93, at 528, pointed out that the allowanceptayer
contract amortization, combined with the currerdwgibility of these development
costs “in effect enables the owners to double mgxpenses (i.e., tax deductions)
during the first five years of operation (i.e., theriod of amortization).” See also
Zorn, supranote 75, at 392-93.
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growth in sports franchise value, and that it cqusatly abandoned any
argument that player contracts should not be anadyie at all.

The amortization of player contracts consistentbtded significant
benefits to sports owners at least through the 4980fact, such a practice
resulted in the “puzzling phenomenon” of skyrodkgtifranchise values’
coinciding with sustained tax lossB8As an illustration, in 1974, only five
of the 27 professional basketball teams reportedoéit.”** In baseball, the
Pittsburgh Pirates experienced steady growth onfidlé and at the box
office between 1986 and 1991. During that peribejrtpayroll more than
doubled from $6 million in 1986 to $15.5 million ih990. Yet, large
amortization deductions turned the Pirates’ opegatprofits into tax
losses?

Stephen Zorn argues that the Service was not ajgeesnough in
disputing the courts’ penchant for treating frasehivalue as a residual
similar to goodwill. In too many cases, argues Zotme court would
preoccupy itself with valuing the player contraeisd would drastically
underestimate the value of the franchise itselfmost cases, the league
franchise and the right to operate a sports teamgeographical area are the
most economically significant dimensions of spagership. In the era of
free agency, players may come and go, but fansinelmygal to their home
teams-*?

Another possible shortcoming in the IRS’ earlyghitiing position
was its failure (at least aftéaird) to assert the so-called “mass asset” rule to
player contracts. The mass asset rule, a judic@aiated doctrine, denies

110. See Weiler & Roberts, supra note 6, at 632dfileing Victor Kiam’'s
purchase of the New England Patriots in 1988 f& $8lion. Within four years, the
Patriots had suffered great financial losses bathand off the field. In 1992,
however, Jim Orthwein purchased the team for amagtd $105 million, and after
three seasons of continued operating losses, keldeam in 1995 to its current
owner, Robert Kraft, for $160 million). This skepsim is not limited to the ranks of
legal scholars such as Weiler and Zorn. Whitey bigrzhe former baseball player,
coach and manager, referring to the claim by thandds City Royals owner Ewing
Kauffman that his team lost $1.8 million in a [vesyccessful] 1985 season, asserted
that “there’s no way — if you draw two million pdep- that you can lose money.
Unless you're trying.” Zimbalist, suprote 2 at 72. See also suprates 86-87 and
accompanying text.

111. U.S. News & World Report, Aug. 12, 1974, at 51

112. Zimbalist, supraote 2, at 69-70.

113. Zorn, supraote 75, at 364-65. See alBonbalist, supranote 2, at 35
(“it is obvious that the overwhelming share of tfadue of a franchise belongs to the
monopoly rent that is generated by belonging to dvidjeague Baseball and the
exclusive territorial rights membership confers,t nine player contracts”).
Empirically, it is undeniable that many clubs hdegal fans who fill the seats even
where the teams perform poorly.
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depreciation where acquired intangible assets arandivisible part of an
aggregate intangible that does not deplete overfihunder the mass asset
rule, if the intangibles with a definite life haw® value separate and apart
from the indefinite assets, amortization will benigel. InLaird, while the
IRS put forth a mass asset argument, it appednaue undermined its own
cause by conceding (in the alternative) that thetracts did have separate
value!®® The court seized on this concession and rejettedypvernment’s
mass asset position, asserting that “the concesfivalue reveals the flaw
in the mass asset theory®From that point forward, the Service essentially
abandoned the theory completely, choosing insteaghgage in valuation
disputes (often with little success, as in caseb s18Selig with taxpayers
and their well prepared expet$.Had the Service continued to insist that
player contracts hauveo value at all apart from the franchise, it would/iéa
better served its argument that an allowance fpradgation is economically
unsound.

Even in its focus on valuation of the player coctisathe Service
appears to have lost sight of a fundamental prieaib contract valuation.
Namely, an intangible asset is only as valuabl#ha@sncome it produces for
its owner. When the asset is an executory confoacthe performance of
services, which includes bilateral obligations, eper framework for
valuation must compare the revenue generated byptager with the
compensation called for under the contract. Indéeds the contract that
must be amortized, not the player himself. If ayptais “overpaid”, his
contract is technically of no value to the franeh{fom a purely economic
perspective), and any allocation thereto shoulddrged.

Based on an earlier mathematical model developé#teimid-1970s,
Andrew Zimbalist estimated the “marginal revenueduct” of various
baseball players in 1988 The findings indicate that players with six or

114. Boe v. Comm'r35 T.C. 720 (1961)aff'd 307 F.2d 339 (9th Cir.
1962); First Northwest supranote 92, at 845. Note that this rule is far less
consequential with the advent of § 197, and varitases have cast great doubt on
its continued viability. But the doctrine was venuch in play in the early rulings
regarding contract amortization.

115.Laird, supranote 88, at 1237.

116. Id.at 1233.

117. Zorn, supraote 75, at 383-38. Zorn also argues that the IRShaot
adequately pursue the argument based on the disalt® of “hobby” losses under §
183.

118. Zimbalist, supraote 2, at 90-92. This method of deriving a player’
effect on team revenue, developed by economisti&&eully, is based on rough
approximation and assumptions (which are beyondsttape of this paper). For
instance, it does not account for the “intangibiealities that a ballplayer provides
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more years of experience are generally overpaidlewdtayers with fewer
than three years of service are generally expldited their contracts have
positive value for the franchise). It does not appdat the IRS used these
“net value” principles in the player contract caS8$oing so could have
been effective in fighting the very large allocasothat became a chronic
IRS concern over the years.

3. Passage of Code Section 197 and the Sports txaep

Section 197 was enacted in 1993 as part of the rReve
Reconciliation Act’in order to provide more clarity to an area thas wige
with litigation. It provides for straight-line anttoration over a period of
fifteen years of the basis of certain intangiblsess used in a trade or
business. Section 168, which sets out a comprelensst recovery system,
applies only to tangible property; intangible assatre historically left to
the murky standards of section 167 and its regulati Consequently, prior
to 1993, taxpayers and the IRS frequently disptitedvaluation and useful
lives of intangible assets acquired as part of sinmss. Additionally, there
were disputes concerning whether an amortizabdngible asset existed in
the first place. By enacting section 197, “Congtesigeved that much of the
controversy that arises under present law withaeisip acquired intangible
assets could be eliminated by specifying a singéghod and period for
recovering the cost of most acquired intangibleesssand by treating
acquired goodwill and going concern value as amabte intangible
assets !

Under section 197, the cost of an “amortizable isectl97
intangible” is amortized on a straight line basi®m180 months, beginning
with the month in which the intangible is acquitédThe statutory recovery
period represented a compromise, as the legislatstery makes clear that

to his teammates and his club. However, Scullyfgaach involves robust formulas,
has been published in reputable peer-reviewed @sirrand has been used in
arbitration hearings.

119. The “net lease” concept is not unfamiliarte tax law. For example,
for purposes of FIRPTA, the fair market value déase is the present value of the
difference between the rental payments and theecunrental value of the real
property. Treas. Reg. § 1.897-1(0)(3).

120. Pub. L. No. 103-66 (1993).

121. H.R. 111, 103rd Cong., 760 (1st Sess. 1993).

122. The Tax Reduction and Reform Act of 2007, H3R70, § 3402
(2007), sponsored by Rep. Charles Rangel (D-NYitained a proposal to change
the amortization period from 15 to 20 years. lintigf the value of intangible assets
owned by sports teams, such an amendment couldodmpionately affect their
valuation. The provision has not been enactedlawo
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the mandated 15-year amortization period would Haverable effects on
the tax treatment of certain transferred intangitldat detrimental effects on
others, depending on the useful lives of the intalagat issué?® Section 197
applies only to costs that are otherwise requioefled capitalized and does
not apply to either immediately deductible or pemsraly nondeductible
expenses>* For example, if a cost is deductible under sectié® but is also
incurred to improve goodwill, section 197 will nate-empt the operation of
section 162 by denying a current deduction.

At the time section 197 was enacted, taxpayersdcauhortize
intangible assets only if they could establish tthet intangible possessed
two critical features: that it was distinct from agtwill (for which no
depreciation deduction was allowed) and that it whsise in a trade or
business for a limited period, the duration of vhtould be determined with
“reasonable accuracy”® This standard, specifically the former component,
proved difficult for taxpayers to establish. Formapple, the IRS continually
argued that most “customer-based” intangibles (sisch subscriber list or an
advertiser account) were too bound up with goodimillorder to warrant
separate cost recovery.

The Supreme Court, in its seminal decisionNawark Morning
Ledger Co. v. United Stat&® allowed the buyer of a newspaper to
depreciate the portion of the purchase price dillecto the intangible asset
styled as “paid subscribers.” While acknowledgifg tgreat difficulties
inherent in the treatment of intangible assets, Gloairt asserted that an
asset’'s relationship to general business goodwill “the expectancy of
continued patronage”) is not the sole factor inedaining whether
depreciation is permitted; rather, the more impuriaquiry is whether the
asset in question can be valued and whether itewaster a limited useful
life.*?” Although Newark Morning Ledgerepresented a significant taxpayer

123. See generallgonald E. Creamer & Emily S. McMahon, Tax Planning
for Transfers of Business Interests,  3.03 (Wai@arham & Lamont 2003).

124. Treas. Reg. § 1.197-2(a)(3). See BorBittker & Lawrence Lokken,
Federal Taxation of Income, Estates and Gfft23.4 (Warren, Gorham & Lamont
2003).

125. Treas. Reg. § 1.167(a)-3. See suapta 76 and accompanying text.

126. 507 U.S. 546 (1993).

127. 1d at 555-56 (“Because intangible assets do not exlmaugaste away
in the same manner as tangible assets, taxpayessasiablish that public taste or
other socioeconomic forces will cause the intagdsset to be retired from service,
and they must estimate a reasonable date by whishevent will occur”) (citing
Bittker & McMahon, Federal Income Taxation of Indiuals,  12.4, 10-12 (1988)).
The non-categorical approach taken by the SupremartGn Newark Morning
Ledgerhad been tentatively accepted in Rev. Rul. 74-4984-2 C.B. 65, in which
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victory, it did not establish a rule of thumb or @aministrable standard. The
strain on judicial resources was sure to remainifsognt, and this burden
compelled Congress to enact section 197.

Congress deliberately excluded sports franchisas fthe scope of
section 197. As originally enacted, section 19B)&){had provided that any
items acquired in connection with the acquisitidrasports franchise were
not subject to section 197 amortization. This esidn had been enacted so
that the treatment of sports intangibles would icmat as under then-current
law.”® Consequently, while section 197 effectively endke protracted
disputes regarding purchase price allocations ireg#d, it did not settle the
long-standing clashes between sports owners anfidhéce.

While it is true that certain sports owners recedilarge tax benefits
from player contract allocations, the IRS throughibe 1990s became more
attuned to the issue and began to question purgbvise allocations with
greater frequency and fervor. The Commissionedtest position under pre-
2004 law was that since sports franchises do nat hadeterminable useful
life, the sports franchise intangible asset isatigible for amortization under
section 167. Since player contracts were amortizahtler section 167 over
a short period, the Service was focused on ensuhiagbuyers and sellers
were properly applying the residual allocation roeftof section 1060 and
were complying with the player contract limitatiomsection 1056>° Where
adversity of tax interests between the partiesccook be relied upon (such
as where the seller had unused net operating losseEgpital losses), the IRS
applied heightened scrutiny to the taxpayers’ alion. Additionally, the
IRS clearly interpreted section 1056 as establgloinly a “presumed upper

the IRS, contrary to its prior guidance, concedsat fn “unusual cases,” where a
customer-based intangible such as a subscribemwkst distinct from goodwiill,
depreciation would be permitted.

128. § 197(e)(6), before amendment by Jobs Actasnpte 100, § 886.

129. SedH.R. 213, 103rd Cong., 682 (1st Sess. 1993) (“Emmt‘section
197 intangible” does not include a franchise toagegin professional baseball,
basketball, football, or other professional spart any item acquired in connection
with such a franchise. Consequently, the cost afuising a professional sports
franchise and related assets (including any goddugding concern value, or other §
197 intangibles) is to be allocated among the asaetuired as provided under
present law (see, for example, § 1056 of the Cadé)is to be taken into account
under the provisions of present law”).

130. MSSP, supraote 3 at 10-5 (“The Service has the authority dtue
the franchise rights to determine the reasonabterwfsthe player contracts
valuations”). The MSSP also clarifies that the IR8uld resort to substance over
form principles in altering the allocation contnzaily agreed upon by the parties.



2008] Taxitige Business of Sports 199

limit” on the amount allocable to player contraetith the precise amount to
be allocated based on facts and circumstanceg gfatiicular transactiori-

Between 1993 and 2004, the Service challengedape=diability of
media and broadcasting rights acquired along witbrts franchises. For
example, in FSA 200142007 (July 3, 2001), the tggpavas a limited
partnership that acquired a professional sportentea addition to the
franchise itself, the taxpayer acquired local tisiew and radio contracts as
well as a right to share in the league’s natioeksvision broadcast revenues.
The taxpayer engaged an accounting firm to valttegee media rights and
to demonstrate that they were indeed distinct frgoodwill. The IRS
asserted that the ability to separately identifg @alue intangible rights was
not sufficient to establish depreciability undectemn 167. The intangible
asset must also have a limited useful life. In taise, although the television
and radio contracts were not automatically reneggtast practice indicated
that the contracts would be renewed, whether vighdurrent network or a
new one. Since these media rights were a compaidhe franchise, they
did not have a limited useful life. The contractwatm of the broadcast
agreements was of no moment; since “the life ofsset cannot be limited
by the remote, speculative possibility that renewofal contract might not
occur.%

FSA 200142007 was consistent with several cas¢f#ubaddressed
the amortization of rights to share in sports boastl agreements. In
Laird,"*® the court held that the acquired television rightse essentially
coextensive with the franchise itself and would réfiere continue
indefinitely. First Northwest(basketbalf** and McCarthy v. United States
(baseball)®® which characterized these acquired contracts iags‘lin a
perpetual chain of broadcast revenues,” reacheifasioonclusions. Unlike
the subscriber lists at issue Mewark Morning Ledgerwhich would
diminish over a predictable period of time, the maedghts attendant to a
sports franchise are self-regenerating. The acdjaisset is not the rights to a
particular broadcast contract, but the endurindptrigp share in any such
contracts. This ongoing entitlement ceases onlynupe elimination of the
franchise as a member of the leadie.

131. Id at 10-6.

132. FSA 200142007 (July 3, 2001) (citing Richmdredevision Corp. v.
United States, 354 F.2d 410, 412 (4th Cir. 1965)).

133. See supmaote 88 and accompanying text.

134. See supnaote 92.

135. 807 F.2d 1306 (6th Cir. 1986).

136. See als6AM 200244019 (Nov. 1, 2002); Brian Cornell et, &lledia
Rights Coincident to Sports Franchise Acquisitiae Alot Depreciable, 96 J. Tax'n
Vol. 2 (Feb. 2002).
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This treatment of media rights demonstrates thadtheof the sports
franchise exception as it existed under section(e9G) as originally
enacted. The language of prior section 197(e)(B)echout from section 197
treatment a “franchise to engage in professionatbfall, basketball, baseball
or other professional sport, and any item acquinecbnnection with such a
franchise.” The Service interpreted the “in conimectwith” language
broadly, requiring only that there be a nexus betwihe acquired intangible
and the franchise in order for section 197(e)(6apply. Taxpayers argued,
to no availl, that the exception was only applicablentangibles that were
acquired concurrently with a sports franchise, aatlto separate rights that
existed between the seller and a third party (a.grpadcast networkj’

Because sports teams were exempted from sectiotrd&ifent, the
process of structuring franchise acquisitions ca@d to grow more
complex and less certain throughout the 1990s arig 2000s. The strain on
IRS and taxpayer resources reached something relsaendo in 2003, when
the IRS issued a directive to its examiners spgglbnt certain compliance
tools to be deployed in evaluating sports franchasguisitions. As the
allocation between amortizable player contracts rrowtamortizable league
membership rights was highly disputed in nearlyrgVBS examination, the
directive had a stated goal of enabling agents resdlve acquisition
issues...in a more focused and expedited mariter.”

The published “compliance measure” instructed agant to adjust
claimed amortization deductions arising out of artpfranchise acquisition
if the present value of such deductions (not indgcdlaimed media rights
deductions, which are categorically disallowed) dad exceed 60% of the
purchase price allocable to all acquired intangiblesing a 5.5% discount
rate’® For example, a taxpayer acquires a sports fraadbis$200 million
and allocates $20 million to hard assets. Of th&0%illion allocated to

137. TAM 200244019, supra note 136.

138. 2003 TNT 221-37 (Oct. 24, 2003).

139. In a simultaneously issued field directives 8ervice advised agents to
expect taxpayers to claim useful lives of betwesur fand five years on the player
contracts and to allocate approximately 55% offthachise purchase price to the
contracts. It also described the way in which absses are adjusted in the event a
taxpayer’'s claimed amortization exceeds the 60%stitiold. Essentially, when the
present value of the scheduled amortization deduostexceeded 60% of the amount
allocated to all acquired intangible assets, thesbaf the amortizable intangibles is
stepped down until 60% is reached, and the reduatidasis is re-allocated pro-rata
to acquired nonamortizable intangibles such ascfrme or media rights. The basis
reallocation procedure contemplated by this figtdative is emblematic of the time
consuming nature of the disputes that arose pri@004 on audit of sports franchise
acquisitions, and no doubt contributed to the ckangrought by the Jobs Act. See
2003 TNT 221-38 at 11 5, 6, 17 (Oct. 24, 2003).
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intangibles, $38 million is allocated to nonamahle assets such as future
media rights and the league franchise itself. @ $ti42 million remaining,
the taxpayer allocates $15 million to current medtgats, $115 million to
player contracts and $12 million to various othewétizable assets such as
sponsorship agreements and luxury suite contraitder the compliance
measure, the first action taken is to disallow (farposes of the compliance
measure) any amortization relating to the $15 amllallocation to media
rights, since these rights were not amortizable eundell established
principles. Then, the present value of the futuegluttions on the $127
million allocated to amortizable intangible assstsomputed, based on the
useful lives of the assets. The present value K2 $58,000° which is
62.31% of the $180 million that was allocated aliti to all acquired
intangibles. Because this number exceeds the 608shbld, the agent must
impose a downward adjustment to the $127 million arhortizable
intangibles. Since the present value exceededhttestold by 3.85% (i.e.,
2.31 percentage points above 60%), the basis atgmstmust be 3.85% of
$127 million, or $4,708,233. This amount is sulidcfrom the amount
initially allocated to amortizable intangibles aadded as a basis step-up to
the amount allocated to the nonamortizable intdagilfeach on a pro rata
basis)***

B. Sports Intangibles and the American Jobs Creatiot of 2004

Fortunately, the complex standard created by theptiance
measure was short lived, as Congress determin@@04 that section 197
treatment is appropriate for all types of businessed repealed the section
197(e)(6) exception for property acquired afterdder 22, 2004* Thus,
the 15-year recovery period applicable to secti®Y Intangibles now
extends to professional sports franchises as veelarsy other intangible
assets acquired in connection with the franchidee House Committee
Report to section 886 of the Jobs Act states ttied present-law rules for
acquisitions of sports franchises do not elimirth potential for disputes,
because they address only player contracts, whilsparts franchise
acquisition can involve many intangibles other tp&yer contracts . . . [t]he
Committee further believes that the section 19¢swhould apply to all

140. This present value is computed using a didcata of 5.5% and the
following useful lives: player contracts — 3.29 s@aseason ticket holder list — 21
years; concession agreement — 5.5 years; spons@gtéements — 2.5 years; luxury
suite contracts — 2 years. it Example 1

141. 1d.

142. Jobs Act, supra note 100, § 886.
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types of businesses regardless of the nature df tmsets™® This
description was an accurate assessment of thetaimcetate of the law, as
the Service and taxpayers continued to expend deradble resources
litigating purchase price allocations. Even thee§ant law rules” alluded to
by the House Committee relating to player contrawtse the subject of
considerable uncertainty and ambiguity.

As a result of the 2004 legislation, disputes betwéhe IRS and
sports owners are sure to dwindle, at least wisipeet to the allocation of
purchase price between the acquired assets. Qyrrany tangible property
acquired along with a sports franchise will be defated (as always) under
section 168, while intangible assets are now amaiste under the existing
standards of section 197. Player contracts, spshgoagreements, luxury
suite contracts and various other intangibles (idiclg the franchise itselfy
are now written off ratably over a 15-year peridéd.conform with the repeal
of the section 197 exception, the Jobs Act alsealsul section 1056, on the
theory that special basis limitation rules were looger needed in the
absence of strong taxpayer incentive to allocatiievaaway from the
nondepreciable franchise to the player contracts.

The Jobs Act also repealed sections 1253(e) anBi(4f4) in order
to conform with the new treatment of player corisaBection 1253(a) states
that where a seller of a franchise, trademark adername retains any
“significant power, right, or continuing interegti the franchise, the sale is
not treated as the sale or exchange of a capgat.aghis provision, enacted
in 1969, reflects Congressional judgment that wheregansferor retains
supervisory authority over the transferee’'s operatif a franchise, capital
treatment is inappropriaté® Prior to its repeal, section 1253(e) stated that
section 1253 “shall not apply to the transfer ofranchise to engage in
professional football, basketball, baseball or ptirefessional sport.”

The Jobs Act amendment to section 1253 brings sgaahchises
within the ambit of the rule; thus, where power rogesports franchise is
retained in an acquisition, section 1253(a) wilhgeapital treatment (even
assuming the transaction qualifies as a sale dragge of a capital asset as
defined in section 1221). This provision looms &g the area of expansion
sports teams. Generally, incoming owners pay thstieg owners for the

143. H.R. Rep. No. 108-548.

144. In its 2001 budget proposal, the Treasurydtitat 8§ 1056 had failed
to serve its intended purpose and that sports Hiiaes could no longer be excluded
from § 197. Se&seneral Explanation of the Administration’s Fis2@l01 Revenue
Proposals, Pt. 2 (Feb. 2, 2000). See also supsm101.

145. Section 197(d)(1)(F).

146. Section 1253 also denies capital treatmeatttansferor of a franchise
where the proceeds include amounts that are carttngpon the productivity or use
of the franchise. Section 1253(c).
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right to operate an expansion sports franchisetoHdslly, it was not
uncommon for the franchise agreement to provide tthe expansion team
could not be transferred or assigned without thesent of a majority of the
other league franchises. This veto right falls selya within section
1253(b)(2)(A), which states that “[a] right to digmove any assignment” of
the franchise constitutes a “significant power nterest.” Consequently,
after the Jobs Act, any gain realized by the curosmers on the sale of the
expansion franchise will be ordinary income whdre bwners retain veto
rights.

As described above, before its repeal, section (B3@5 contained a
special depreciation recapture rule where playatraots were transferred in
connection with the acquisition of a sports frasehiThat provision required
the seller of a team to calculate his “recomputadidj in the transferred
contracts (for the purpose of depreciation recaptyy adding to his
adjusted basis in such contracts the greater tifelpreviously unrecaptured
depreciation on contracts acquired by the selléhetime the franchise was
acquired, and 2) the previously unrecaptured dégfen on contracts
involved in the particular sale at hand. This psai had the effect of
recapturing the depreciation taken on contractdayers who retired or died
while playing for the team. Because these playsoatracts were never sold
or exchanged, recapture was not otherwise triggarethe absence of a
special rule?’ The legislative history of section 1245(a)(4) nmkefairly
clear that the special recapture rule does notyapplthe transfer of
individual player contracts, but only contractssferred in connection with
the sale of an entire franchi§8 Even after the repeal of section 1245(a)(4),
however, the “standard” recapture rules of sectida5 still apply to player
contracts™*

C. Measuring the Effect of the Jobs Act on Spargméhise Values

The sports provisions of the Jobs Act have gengrateich
discussion and debate, due in no small part ta gheiential impact on
franchise values. As a technical matter, the kdys Jact amendment is easy
to summarize. While under prior law, sports frasekiwere able to write off

147. Baker, supraote 97, at 294,

148. SeeS. Rep. No. 94-938, 94th Cong., 90 (2d Sess. 1976).

149. Treas. Reg. § 1.197-2(g)(8) (“an amortizablel® intangibles
constitute § 1245 property”). As discussed irffart 111.D.1, individually acquired
player contracts are not § 197 intangibles. Thes#racts constitute § 1245 property
since they are subject to the allowance for deptieci under § 167. Seg
1245(a)(3).
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the values of player contracts over three to fiearg, after the Jobs Act,
teams could amortize their basis ail intangible assets (including player
contracts acquired with the organization) overéft years. Yet, due to the
numerous variables that go into the complex vabmatif sports franchises,
the legislation’s overall effect was, and remaung;lear.

Both Congress and the sports industry have clapodtical victory.
The Clinton administration’s fiscal 2001 budget gweal contained an
extension of the section 197 rules to sports fremesh but the measure
remained dormant until it appeared as part of thena& Finance
Committee’s version of the Jobs and Growth Reca@iimh Tax Act of
2003*° The Joint Committee on Taxation report accompantfie Jobs Act
states that the measure will increase taxes fatspaners by $382 million
over ten year§!' A spokesman for the House Ways and Means Committee
characterized the bill as a “revenue raisérAnd the spokeswoman for then-
chairman Bill Thomas of the Senate Finance Comamifiesited that the
section 197 sports amendment was included in thétbibring down the
overall cost of the legislatiort>®

Despite these pronouncements from lawmakers, thessdustry
itself, somewhat anomalously, was the key lobbymstsupport of the
legislation. As far back as 1999, MLB had hired li&ith Schweitzer, a
Washington attorney, to lobby regarding “legislatiaffecting amortization,
depreciation and allocations in regard to francipisechase prices™ In a
letter to then-Treasury Secretary Summers on bedfaMLB, Schweitzer
stated that the league supported a general ruleiftieg amortization of all
intangible assets over a fifteen year period. Sdlaee pointed out that
although player contracts and various other intalegassets have useful
lives significantly less than fifteen years, MLBveetheless supported a rule
that would “provide consistent treatment and migindisputes regarding
acquired intangibles*

Several commentators have asserted that the legmslawill
ultimately prove to be a boon to sports owners. &bave estimated that the

150. Pub. L. No. 108-27 (2003). SEkrtin A. Sullivan, Sports Franchises
May Win Big in ETI Bill, Tax Notes, Jun. 21, 2004.

151. JCX-69-04, “Estimated Budget Effects of thenféoence Agreement
for H.R. 4520, the ‘American Jobs Creation Act 602,” Fiscal Years 2005 — 2014”
(Oct. 7, 2004).

152. Duff Wilson, Bill Would Raise Franchise ValaESports Teams, N.Y.
Times, Aug. 2, 2004.

153. Analysts: Profitable Franchises Likely to BfeneAssociated Press,
Aug. 3, 2004, www.espn.com.

154. Political lobbyist summaries availableratw.sopr.senate.gov.

155. Letter from William H. Schweitzer to Honorableawrence H.
Summers, 2000 TNT 213-26 (Nov. 2, 2000).
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change would add 5% to the values of sports teanmtshoted commentator
Robert Willens has suggested by way of example tthetNew York Jets,
who were sold in 2000 for $635 million, could berttoan additional $55
million under the proposat® Many other experts in the area of sports
ownership agreed that the repeal of section 1%)@)¢uld increase the sale
value of franchises across the board, particuldRY franchises, which have
been estimated to receive upwards of $77 million ymar from national
broadcast rights negotiated by their leatjidBased on Forbes Magazine’s
2002 estimates of franchise values, if the Jobsb&ctefits sports teams by
adding 5% to their value as a result of the taxngmy the industry as a
whole effectively received a $2 billion subsidy.

The empirical data regarding franchise valuesfficdlt to interpret,
largely because it is based on various assumpénddinancial projections.
There are also many confounding factors, such ssladl’'s revenue sharing
and luxury tax systeni® as well as the increased revenues attributabée to
new stadium or ballpark. Moreover, any value insesaattributable to the
Jobs Act amendments would be manifest only in neguigitions of sports
teams, since the legislation was made effectiveg emlpropertyacquired
after the date of enactment (October 22, 26@403 other words, current
owners cannot realize the benefits of the amendndgmbugh modified
amortization, but only through the (potentially)hanced purchase price
their teams can fetch based on the market’'s valuati the present value of
incrementalamortization deductions available in the futurertfes’ value

156. Duff Wilson, supranote 152. According to Wilson, Willens was
“mystified” by the Congressional claims regardihg revenue raising nature of the
proposal. Aaron Barman was also quoted as ratlieg@acally stating that “at the
end of the day, [there is no doubt the amendmeds ad the current value of
franchises].”

157.1d

158. For example, the New York Yankees, who regesifipassed the $1
billion value mark in the annual Forbes report,dpan estimated $70 million in
revenue sharing in 2006. Forbes Franchise Valuaek&es Franchise Hits Value of
$1.2 Billion, Associated Press, Apr. 20, 2007,
http://findarticles.com/p/articles/mi_qn4188/is_20@20/ai_n19038349. A luxury
tax is designed to penalize the teams that spené than their counterparts. The
National Football League uses a “hard” salary gdpch is based on a percentage of
league revenues. The NBA also uses a salary capstheased on a percentage of
league revenues, though its cap is a “soft” cag. fidture of the NBA’s “soft” cap is
such that teams may exceed the cap in certainncesta such as when re-signing
their own free agents. To encourage adherenceetaaf, the NBA also imposes a
luxury tax on teams that exceed the prescribedyshiaits.

159. Jobs Act supra note 100, § 886(c)(1). Theslatipn also does not
affect the treatment of individual player contraeis discussed below.



206 lokda Tax Review [Vol. 9:3

estimates are based on multiples of revenue andadjusted for new

ballparks, but they probably do not capture the esmhat subtle effects of
changes to tax write-offs going forward. Therefahe, effect of the Jobs Act
on sports valuation will be seen in future salengeations, as bankers,
accountants and lawyers evaluate the actual targsayor cost) on a case-
by-case basi¥® Franchises with the most lucrative national andallo

broadcasting contracts stand to gain the most frendobs Act amendments,
since the primary effect of the new law is to perdeépreciation on these
heretofore unamortizable intangibles.

There are a number of ways to account for the isistent
pronouncements from the government and the spatssiry regarding the
repeal of section 197(e)(6). One possibility gaeshe underlying difficulty
inherent in valuing future cash flows. Recall thia@ IRS’ 2003 directive
regarding player contract amortization capped tlesgnt value of claimed
amortization at 60% of the total acquired intanggblusing a 5.5% discount
rate. Under the new law, all intangibles are amediover fifteen years; yet,
the present value of such write-offs depends igelgrart on the discount rate
used®* The appropriate rate may depend on the franchisetitworthiness,
its ownership of hard assets, or its future prosp&ince the chosen rate will
affect (along with many other factors) current \aion, it is not surprising
that different parties (with different perspectivelsthe market) will take
divergent views on an economic proposal.

Furthermore, the discount rate problem is reladhe relevant
timeframes used in estimating the revenue impactaoproposal. The
government’s 10-year time horizon will obviousha®ithe short term gains
and losses, while the financial models of the sptegams themselves may
utilize a longer-term measurement window. Goverrtrbedget windows are
also subject to change and can be based on pbljgeaesmanship, while
private actors such as sports owners utilize tbein financial modeling
techniques to assess legislative refotfs.

160 The Forbes franchise value estimates showaaase in overall team
values in the four major sports between 2003-20G# Major League Baseball
experiencing a slight decline from 2003-2004. Aoreamic interpretation of these
results is well beyond the scope of this paperrapbical representation is available
at http://www.forbes.com/2005/09/28/forbes-sponigeix-mlib-nfl-nhl-
nba_cz_sportsindex.html.

161. See generallgullivan, supranote 150 (“the higher the discount rate,
the less attractive will be a change to 15-yearréimaion”).

162. See e.g., idn fact, the U.S. Office of Management and Budgas h
indicated that it will phase out ten-year budgetjgctions since this relatively short
horizon obscures the true economic effects of fisqaolicies. See
http://www.whitehouse.gov/omb/budget/fy2003/bud®®lh For an instructive
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A second, and more concrete explanation is thatepeal of section
197(e)(6) will simplify the tax reporting positiord sports teams. Indeed,
section 197 was enacted in order to reduce thd lelveostly disputes
regarding the amortization of intangible assetseunsection 167%° As
discussed above, the litigation between sports csvaed the IRS continued
well beyond 1993. After 2004, however, the buyea @ports team need not
hire appraisers and accountants to support a gpatiification, a change no
doubt resulting in millions of dollars in cost sags throughout the industry.
It is fair to assume that on an individual basagpayers value a simpler, less
litigious regime more so than the government, whihnvolved in audit
activity regardless. Consequently, it is possiliiat tthe sports industry
internalized these benefits of tax simplificatiana greater degree than did
the government, leading to disparate conclusions.

D. Individual Player Contracts — Collateral Tax lgs

Sports player contracts are constantly exchangegilired and re-
negotiated even outside the context of franchigguiaitions. Since these
contracts are highly valuable assets, such manestsactions naturally
implicate various tax rules aside from section 1B7is section will briefly
describe the relevant considerations involving vitlial player contract
transactions.

1. Purchasers

Despite the repeal of the section 197(e)(6) exohysiplayer
contracts that are acquired separately remain exdrom the 15-year
amortization period of section 197, as section é44{(B) excludes from the
definition of a “ section 197 intangible” any rigtat receive tangible property
or services under a contract where such right tsagquired as part of a
larger acquisition of a trade or businé¥sThus, the cost of separately
acquired player contracts remains subject to pbs-Ject law and may be
recovered over the useful life of the contracttie case of an individual
player contract, the amortizable basis will gerlgrak the signing bonus
paid to the player, which is a capitalized expefead is not currently

discussion on budget “games,” delizabeth Garrett, Comment: Accounting for the
Federal Budget and Its Reform, 41 Harv. J. on Led#§ (2004).

163. See supmaotes 117 and 121 and accompanying text.

164. See alsdreas. Reg. 81.197-2(c)(6), -2(c)(13). This exaaptipplies
even where the right would otherwise be amortizablder § 197.
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deductible) under section 263 and the regulatidreseundef®® In PLR
9303002 (Oct. 5, 1992), the Service ruled that seball team may begin
amortizing a player’s signing bonus as soon ascthgract is signed. The
theory of the ruling was that a signing bonus digthés a “service liability,”
whose economic performance occurs (under the ptexpf section 461 and
Regulations section 1.446-1(c)(1)(ii)(A)) upon tpkayer’'s signing of the
contract:®®

Since the useful lives of player contracts ard stilatively short
(typically 3-6 years), the ability to amortize a@gtion costs still provides a
significant tax benefit to the sports team. In #va of free agency, the
government no longer has in its arsenal an arguthettcontracts have no
definite useful life, as players are clearly freenegotiate with other clubs
when they attain free agency. Additionally, outstddeam purchases, there
is no issue of valuation or allocation, as acquisitcosts for individual
contracts will be delineated clearly.

2. Player Trades

Generally, player trades constitute like-kind exades under section
1031, and gain will be recognized in such transastionly to the extent of
“boot.”**” Consequently, the team’s basis in the acquiretracrwill be the
carried over basis in the contract exchanged, deerkby the boot received
and increased by any recognized dafrMoreover, if the acquired contract
has a shorter useful life than the contract traaledy, amortization is taken
over the shorter useful life.

Frequently, player trades involve future draft gick has been the
IRS’ position that a team does not have an asoaitte tax basis in future
draft picks given up in a trade. Of course, thedhase that acquires a draft

165, Professional athletes may not terminate thamtracts at will and do
not have the right to go play for a competitor. fHfiere, signing bonuses represent
amounts paid by the teams to receive services arst be capitalizedSeeTreas.
Reg. § 1.263(a)-4(d)(6)(i),(iv),(vi)) @8. Signing bonuses were first popularized in
the 1960s and today they are a staple of sportsazdmegotiations. In 2004 Peyton
Manning inked a deal with the Indianapolis Coltstlv@approximately $100 million,
including a record $34.5 million signing bonus. JAlRodriguez’'s $275 million
contract included a $10 million signing bonus.

166. Signing bonuses were also the subject ofrafgignt tax development
in 2004. In Rev. Rul. 2004-109, 2004-50 I.R.B. 98& Service held that signing
bonuses constitute wages for federal employme@AFind FUTA) and income tax
withholding purposes. This ruling represented aifitpnt reversal in IRS policy on
an issue that was watched closely by sports teams.

167. Rev. Rul. 67-380, 1967-2 C.B. 291.

168. Section 1031(d).
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pick may obtain a basis therein under the prinsiglesection 1031. If and
when the draft pick is exercised and a player &steld, the basis in the pick
will be capitalized into the basis of that playecsntract:®® In the MSSP
guide, the Service identifies as an “emerging issoe question of whether
future draft picks and existing player contractagtiute like kind property
for the purposes of section 1031. Treas. Reg.®edti1031(a)-2(c) states
that while intangible personal property is catecglty eligible for like-kind
treatment, whether an exchange actually involvke-kind property will
depend on the nature of the underlying rights aoggrty. On the one hand,
the rights underlying both future draft picks amttual contracts are the
services of a professional athlete. However, a thama separate basis in
player contracts while the right to future draftthkd is an inseparable
component of the franchise intangible asset, @wiffce that tends towards
non like-kind treatmeni®

3. Sellers

Where an individual contract is sold, the portidntlte gain that
exceeds recaptured depreciation can receive cagaiak treatment under
section 1231/* Specifically, if the gains resulting from the sale player
contracts (which will generally constitute deprébdéaproperty used in a
trade or business, as required by section 12318eekthe losses from the
sale of such property, both gains and losses aatett as long term capital
gains and losses. In PLR 9617001 (Dec. 19, 1988)Service ruled that
where a sports franchise cuts a player, an ordit@sy is allowed under
section 165 in an amount equal to the team’s agljusasis in the contract.

PART IV - THE HOME-RUN BALL

“Sometimes pieces of the tax code can be as hard to
understand as the infield fly rule. All I know st the fan
who gives back the home run ball deserves a round o
applause, not a big tax bil**?

169. MSSP, supraote 3, at 12-2, 12-3.

170. Id at 12-7.

171. Rev. Rul. 67-380, suprete 167. See aldgev. Rul. 71-123, 1971-1
C.B. 227 (applying the reasoning of Rev. Rul. 60-38 the gain recognized by
established football franchises upon their saléndividual player contracts to an
expansion team. The ruling also held that the gaiexcess of that which was
allocable to the contracts constituted gain from shle of the “franchise property
right,” and was a sale of a capital asset by tdaedms to the new team).

172. Press Release, IRS Commissioner Charles RioSs=yit. 8, 1998.
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It would appear that the intersection of tax andrtspcannot be
adequately addressed without at leabtiaf nod to the perplexing question
of the record-breaking home run ball. This issuewéwver esoteric and
theoretical, has captured the attention of the stegam media and numerous
commentators. In fact, in a 2005 speech to theSextion of the New York
State Bar Association (delivered, appropriately, the grounds of the
national Baseball Hall of Fame in Cooperstown, N.YRS chief counsel
Donald Korb characterized Mark McGwire’s then-ret62nd home run ball
as “the most significant tax event in the histofypaseball *"®

Mark McGwire’s home run ball, which was clubbed Biisch
Stadium in St. Louis on September 8, 1998, wasadlgtnot caught by a fan.
A Cardinals groundskeeper retrieved the ball aridrmed it to McGwire.
However, an IRS representative had touched offrestirm a few days
earlier by stating on the record that a fan whogbawsuch a ball, and
subsequently returned it to McGwire, would be scibje a gift tax. As Korb
described in his speech, the Service soon retrést@dsition, but not before
Congressional lawmakers attempted “to make an iecamd transfer tax
repeal issue out of baseball's home run race.”

Matt Murphy became a household name when he emdrgada
AT&T Park scrum with Barry Bonds’ record-breakin§6th career home
run on August 7, 2007. The next month, Murphy dblkel ball at auction to
New York fashion designer Marc Ecko for $752,467-2@iving new life to
the tax debate.

To be clear, the fan who catches the ball and infabelgt returns it
is not subject to federal income tax. This coriclugs based on Rev. Rul.
57-374'"° which states, in its entirety, that “[w]here adliiidual refuses to
accept an all-expense paid vacation trip he woa pdze in a contest, the
fair market value of the trip is not includible s gross income for federal
income tax purposes.” The bill that was impulsivielyoduced in the House
the day after McGwire’s home run came to the saomelasion:”® The more

173. Lest this be taken as a negative reflectiorthenauthors’ choice of
topic, Korb ranked th&eligcase and the issue of player contract allocatiothas
third and fourth most significant events, respetiv

174. Press Release, SCP Auctions, Barry Bonds ReBoeaking 756
Home Run Ball Sold  for  $752,467.20  (Sept. 15, 2007)
www.scpauctions.com/html/auctions/bonds/resultsdspostsale.html.

175. 1957-2 C.B. 69. At least two commentators haniated out that this
principle is not necessarily consistent with thetdoe of constructive receipt as
embodied in Treas. Reg. § 1.451-2(a), which stttas income is constructively
received by a taxpayer at the time it is made abédl to him “although not actually
reduced to a taxpayer's possession.” Lawrence lenzZk & Martin McMahon, Jr.,
Taxing Baseballs and Other Found Property, Tax §{¢teg. 30, 1999.

176. SeH.R. 4522, 105th Cong. (2d Sess. 1998).
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interesting tax question arises where the fan hitidsall as a keepsake or
for ultimate sale.

Clearly, catching a record breaking artifact repnés an accession
to wealth under section 61. Gommissioner v. Glenshaw Glass Compgahy
the Supreme Court recognized that Congress, imidgfigross income,
intended to exert the full measure of its taxingvpo and to tax all gains
without limitation as to their sour¢& The gross income regulations
generally embody this principle. Treas. Reg. sectic6l-14(a) states that
“treasure trove, to the extent of its value in @ditStates currency,
constitutes gross income for the taxable year inclwht is reduced to
undisputed possession.”

The treasure trove regulation has been applied xtrereely rare
occasions by the courts and the Service in theegomtf found property or
windfalls. In one case, a taxpayer found cash imldnpiano several years
after purchasing it at an auction. The court hielt the currency was taxable
in the year of discovery rather than when the piaas purchased? The
Tax Court has stated in dictum that the treasureetregulation is properly
applied to a person who finds a sweepstakes tiekatn where the ticket
turns out to be a loser later in the same ‘d&in PLR 6205104610A (May
10, 1962) the IRS suggested that the treasure tudees applicable to items
found by individuals who are in the “business” ehrching for valuables in
sunken ships.

In the context of unsolicited merchandise, the Bertas ruled that
a reviewer of books was taxable on the value oblicieed books sent to
him by a publishet®! The IRS retreated from this position in a subsatue
ruling where it stated that the taxpayer would &estl on the value of the
books only where he donated them to charity aniineld a deduction for

177. 348 U.S. 426 (1955)Glenshaw Glas}.

178. Prior toGlenshaw Glassthe prevailing gross income standard was
stated in the Supreme Court’s decision in Eisnevlacomber, 252 U.S. 189, 207
(1920) where the Court defined income as “the daiived from capital, from labor,
or from both combined.” Under that standard, aruargnt could be made that a
“pure” windfall, resulting from neither a capitahviestment nor labor, was not
income. Zelenak & McMahon, supreote 175, at n. 21. However, the Court in
Glenshaw Glas<learly asserted that “Congress applied no linuteti as to the
source of taxable receipts,” thereby taking muchhefappeal out of the foregoing
arguments. ldat 429.

179 Cesarini v. United States, 296 F. Supp. 3 (N.D.oQl8969),aff'd per
curiam, 428 F.2d 812 (6th Cir. 1970).

180. Collins v. Comm’r, T.C. Memo. 1992-478.

181. Rev. Rul. 70-330, 1970-1 C.B. 14.
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their value*® Apparently, the theory of the ruling is that tleeipient has not
truly reduced the property to his possession umilhas committed an act
consistent with dominion and ownership. Althouglsdzaon broad notions
of gross income under section 61, the unsolicitesichndise rulings are
probably not a helpful framework for analyzing theme-run ball, since
dominion is clearly demonstrated by the mere acetafining the ball.

A home run ball is also not perfectly analogous torize or award,
which are generally taxable under section 74. Algio the provision
contains exceptions to the general riif¢he courts have refused to interpret
these exceptions as applying to an award basedraofespional sports
performancé® A home run ball caught by a spectator is probatdly a
prize or award in the first place, so section 74 ds exceptions are likely
inapposite.

Two commentators, Lawrence Zelenak and Robert Muva Jr.,
have argued that the fan who catches the homealliishould not be taxed
(until sale) since the treasure trove regulatiorofigjuestionable validity,
primarily because the Service has adopted an wiedffiractice of not taxing
found property®® Specifically, in dealing with commercial fishermand
big game hunters, the IRS has not invoked theureasove rule to argue for
immediate inclusion of fish or game, but has impoaetax at the time of
sale'® With respect to miners, Treas. Reg. section 1(8)-&ates that gross
income is generally defined as “total gross saé=ss the cost of goods sold.”
This provision appears to embody an assumptionrtinars are not taxable
upon their extraction of the minerals from the grdubut only upon sale.

As a normative manner, Zelenak and McMahon posit tfound”
property is analogous to self-created property sasha work of art, and
should be treated as non-taxable imputed incém&axpayers who grow

182. Rev. Rul. 70-498, 1970-2 C.B. 6.

183. Section 74(b).

184. See, e.gHornung v. Comm’r, 47 T.C. 428 (1967). In thateathe
most valuable player of a professional football garaceived a Corvette from a
prominent sports magazine in recognition of thaeament. The court held that the
award was not covered by the exceptions to thebthiyaof prizes under § 74(b),
and that it was not a gift under § 102. See alsilsW. Comm'r, 411 F.2d 537 (9
Cir. 1969) (player taxed on receipt of a belt incagnition of baseball
accomplishments since sports award is not in ratognof religious, charitable,
scientific, educational, artistic, literary or aiv@chievement).

185. See Zelenak & McMahon, suprate 175.

186. Id

187. H.R. Rep. No. 413, 91st Cong., at 149 (1s$.SE369) (discussing the
exception of self created property from the definitof capital asset in section
1221(3) and stating that “it is appropriate to tith@ income arising from the sale of
such property as ordinary income.”) The implicatisthat the value of the property
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crops for self-consumption or hunt game for food aot taxed unless and
until such items are sofd® Similarly, services rendered for one’s own
family in the home do not give rise to taxable gy income. Clearly, in all
these cases the taxpayers have experienced asiacceswealth. However,
the policy of the tax law is to forgo taxatitil. These commentators argue
that found property (other than cash) should batécein the same way as
self created property and thus excluded from ginseme (like imputed
income) until the time it is disposed of.

Clearly, Zelenak's and McMahon’s argument is openatnple
criticism. First and foremost, the treasure troggutation has the force of
law notwithstanding the Service’s failure to asgerin various contexts.
Furthermore, a windfall in the form of found profers arguably very
different from self created property in that thi#daentails an investment of
capital and services, while the former rings of Msbhing for nothing.”
Catching a $1 million baseball is an unmistakalzieeasion to wealth, and
the notion of “imputed income” is not needed tackethat conclusior’

One may argue that catching a home run ball dodsentail
“finding” anything, and the legal definition of #asure trove” is “valuables
(usu. gold or silver) found hidden in the groundotiner private place, the
owner of which is unknown'®* In addition to resembling a mere sophism,
this argument overlooks the fact that an in-kinadfall can still constitute
residual gross income under section 61 even g ihat a “treasure trove.”
Specifically, Treas. Reg. section 1.61-1(a) stHtas “gross income includes
income realized in any form.” In this way, the seee trove regulation can
be understood as a limiting rule; namely, that wétkpect to a unique subset

upon creation is not taxable to the artist/creaZf@ienak & McMahon, supraote
174, at n.62.

188. See, e.g., Morris v. Comm9,B.T.A. 1273, 1277-78 (1928) (farmer
not taxable on the value of crops produced andopaily consumed).

189. For a general discussion of imputed incomes Haskell and
Kauffman, Taxation of Imputed Incomé&;7 Nat'l. Tax. J. 232 (1964). Broadly
stated, imputed income is economic gain that iothatical because it results from
non-market behavior.

190. For a comprehensive criticism of the ZelenakéMahon theory of
imputed income, sedoseph M. Dodge, Accessions to Wealth, Realizaifo@ross
Income, and Dominion and Control: Applying the ‘@@taof Right' Doctrine to
Found Objects, Including Record-Setting Basebdlls;la. Tax. Rev. 685 (2000)
(arguing that the treasure trove regulation is eepdly valid rule regarding the
taxability of in-kind windfalls and that catching@cord home run is a taxable event
so long as the ball is not disclaimed by the tarpayithin a reasonably short period
of time).

191. Black’s Law Dictionary8th ed. 2004).
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of receipts (“treasure trove”), gross income inelsidnly those items that are
“reduced to undisputed possessidf.”

Although the home run ball may be difficult to valat the time it is
caught, this should not affect whether a taxabknehas occurred. Record-
setting home runs are now preceded by frenziedipation and excessive
media coverage. Experts customarily opine on thmeebed price tag and
potential buyers sound off on how much they ardingilto pay. In this way,
to the extent there is a “valuation” issue atigll far less salient than in the
case of one who truly “finds” a singular item witlo established market.
More fundamentally, difficulty of valuation is najenerally treated as a
prerequisite to income realization in the tax lamith a few possible
exceptions?® Recall that an option premium is not taxable upeceipt:®
but the rationale for such treatment is not diffiglof valuation, but the
more central question of whether there is incomallatvith respect to the
underlying property.

Perhaps catching the home run ball is tantamouat ‘@mmmercial
bargain purchase,” that is, the acquisition of propat a cost (equal to the
money spent on the ticket) that is less than thieevaThe property is
therefore “purchased” with a considerable amountwoit-in, unrealized
appreciation, and in the absence of a separategriou treating the bargain
as income to the purchaser (for example, where phdies share an
employer/employee or corporation/shareholder @iatiip), tax is deferred
until sale or dispositiof®> Under this approach, catching the ball is the

192. Seebodge, supraote 190, at 689-90, where this argument is puhfor
in a more articulate and comprehensive manner.

193. Arguably, the treatment of compensatory simo#on grants under 8
83 runs counter to the argument that the tax lawsdoot postpone income
realization due to difficulties in valuation. Sifjpantly, however, the issue of
valuation in the compensatory option context isallguied up with forfeiture risk,
and contingencies that could completely negatevéthee of the options. Moreover,
catching the home run ball is comparable toekerciseof the option (whereby the
underlying property is obtained), as opposed togtlaating of the option, and by all
accounts the exercise of a compensatory optioaxable under sections 83(a) and
(b) irrespective of difficulties in valuation. S@aeas. Reg. § 1.83-7(a); section
83(e)(3). Finally, § 83 is a specific statutory epion to general rules of income
recognition, and in the noncompensation settingiegd gross income principles
should apply. SeBodge, supraote 190, at 725.

194. See supmaote 61. The same reasoning applies to financstiments
such as prepaid forward contracts, which are gdéipetiaought not to produce
income tax consequences until they are settledhertheory that the transaction
relates to the underlying property and is “opentiluthe property is physically
delivered (or the contract is cash settled).

195. See, e.g., Pellar v. Comm25 T.C. 299 (1955); Palmer v. Comm'r,
302 U.S. 63, 68 (1937).
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consummation of a capital investment, analogousxarcising an option on
property. The problem with this argument is that tlexus between the ball
and the purchase of the ticket is attenuated. Gtateerwise, the cost is not
“purposefully incurred in an activity or venture tobtain valuable
property.®®® Rather, the ticket's cost is wholly attributable the
entertainment value of the game, with no accompan$investment” in the
chance to catch the ball (which is simply an indkimindfall to the extent it
occurs). While a fan’s motivation for purchasingicket may very well be
for the chance to catch a record baseball, theliliked of such an
occurrence is sufficiently remote so as to prechindecharacterization of the
transaction as a “purchase.”

In sum, once one accepts that “income” is not synwus with
“cash,” and that our tax law recognizes in-kind itfeaccretion, there is no
principled reason to conclude that the home run pabduces only
“hypothetical” economic gain or that it simply endies some type of
bargain capital investment. The better view is thatler current law the
catch is a taxable event, subject to the adminigtragrace (and the good
sense) of the IRS.

PART V - CONCLUSION

In describing what he refers to as the “sportsoigttSchuyler
Moore observes that “a recurrent theme throughaxation of the sports
industry is that Congress, the courts, and theiGeare astounding in their
favoritism of the industry, which may be attribu&alto the reverence and
awe that team sports are accorded in Americanrewlt!/ Andrew Zimbalist
describes Judge Bauer, who wrote the opinion fer $eventh Circuit in
Selig,as “confused and addled by his love for baseb#lITo the extent the
sports industry has been accorded special treatoventthe years, the 2004
legislation appears to represent a shift in sutkred. While sports are still a
diversion, at the professional level it is a bussmenterprise with its own

196. Dodge, supmote 190, at 695. By way of example, Dodge pok#s &
personal consumption cost, such as a vacation liegeBshould not be treated as an
“investment” in valuable property (such as goldnspithat the traveler fortuitously
finds in Belize. Of course, the purposive naturetlid expenditure is a factual
guestion, and theoretically a fan could have inmtithe expense

197. Moore, supraote 53, 1 1301.

198. Andrew Zimbalist, In the Best Interests of @&asl? The
Revolutionary Reign of Bud Sel{@006), at 131. In a similar vein, the District Cou
in Seligasserted that “baseball is good for Americans (who argue with this).”
Selig supranote 96, at 528.
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legislative agenda and special interests. The s$omddressed above
hopefully provide an insightful perspective on iy tax policy impacts the
economics of sports in ways not always obviouféoaveryday fan.



