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Chapterl

An Introduction

The professional sports industry is an industry of growing interestanoenics over the last
twenty years or so. This chapter gives reasons why the professional sports industry deserves to be treated as
a distinct field in economics. Why not write a book about the economics of the automobile industry, the
shoe industry, orrgy other consumer product? Certainly there are texts devoted to those industries and
others, but professional sports leagues possess unique characteristics, both in how they operate and how
they are allowed to exist, that distinguish them from any otltrsiny. These include antitrust protection,
revenue sharing arrangements, and restricting entry of new firms and new workers (athletes). Professional
sports is also big business and most people consume the products produced directly or indirectly by the
professional sports industry in some way. Many other industries rely on the professional sports industry to
survive. From printed media, to national, local and specialty cable networks, to food services, marketing,
construction, transportation and other istties that spin off of professional sports. While the economic
size of the professional sports leagues themselves is not large, their importance to gross domestic product
(GDP) is significant.

Each chapter in this book will begin by listing the impottaoncepts that will be covered.
Students should review these concepts after reading the chapter to insure that the important concepts are
understood.

KEY CONCEPTS

e The continuing monopoly status granted to professional sports leagues allows them to
violate laws that other industries cannot. Several landmark court rulings have allowed
this status to continue.

e The labor market is more restricted in most professional sports leagues than is the case in
other industries.

o Brief histories of the four North Aerican sports leagues (NFL, NBA, NHL, MLB) are

provided to provide some perspective on their evolution and importance.

! Gross domestic product is a measure of the total sales of all final goods and services in an economy over a
period of time, usually one quarter or one year.



e A brief summary of the economic issues that sports leagues face is given. These issues
pertain mostly to labor markets, broadcastingtegind the level of competitiveness in

the industry.

1.1 Why Study Professional Sports?

Professional sports leagues possess three important characteristics that distinguish them from other
industries. First, they are allowed to engage in business pradteesdy law, are not allowed in other
industries. Second, their labor markets are more restrictive, yet more lucrative for their employees, than
other industries. Third, a single firm (team) in the professional sports industry cannot survive without the
presence of other firms (teams). While we can think of a professional sports league as a single firm, we can
also think of the teams that operate within the league as individual firms who agree on playing rules and
business practices in order to insure swaviof the league. We might think of the teams in a league as
cooperating on a sort of joint venture.

A monopoly is an industry with only one producer. While professional sports have many
competing teams in different sports, each team is a member afee)eahich acts as a monopoly when
representing the interests of the owners of the member teams. To maintain its position of power and profit,
the monopoly must engage in practices to prevent the growth of competition from rivals in its sport.
Rivalry andcompetition from other leagues can reduce profitability for all teams in all leagues (that play
the same sport). A professional sports league controls the establishment of new franchises and where each
franchise is allowed to operate. Usually a large nitgjorf existing owners must support the establishment
of a new franchise, and the owner of the new franchise must pay a large franchise fee to the existing owners
for the right to join the league. A common set of rules and a fixed playing schedule ctivamlslity and
frequency of a teamds out put . The | eague negotiate
broadcasters in order to maintain high royalties that are distributed evenly to each team owner, although
individual teams may negotiateeth own contracts with local broadcasters in some cases. The league also
negotiates national contracts for apparel and licensing of team logos. The movement of players to different
teams is restricted in order to maintain lower payrolls and to encourageetibve balance. The use of a
draft system also restricts which players can find employment in a sports league. The league can also
establish strategies on pricing, marketing and new franchises to deter entry by new rival leagues. All in all,
a professinal sports league places a lot of restrictions on the business practices of its owners, mostly in the

interest of maintaining profits (although some owners will argue that profits are infrequent).

Some of these business practices are illegal. The SheAtiaim the United States and the
Competition Act in Canada allow for prosecution of firms who engage in illegal activities, such as resale

price maintenance and colluding on prices. Major league baseball is formally exempt from prosecution.



While the NBA,NFL and the NHL are not formally exempt, there is a common understanding that they

should be treated the same as baseball. Many attempts have been made to prosecute the four North
American professional leagues with regards to free agency for playerseamgiiotation of existing teams.

We will review some notable successful cases later in the text, but for the most part, the legal attempts have

been unsuccessful. Consumers would surely be angered if local grocery stores banded together to form a

fi | e a gndahen engaged in the same -@otinpetitive practices as professional sports leagues. Yet

professional sports leagues are tolerated by consumers, and even complimented for dealing with rival
competition and fAgreedyo pl hydindependénhstudy. makes t hem un

1.2 The Size of the Professional Sports Industry

The economic size of an industry is hard to define, however if we think of the output of a
professional sports team as putting fans in the seats, then attendance can be usedw® anseze.
Attendance can seriously underestimate the economic size of the sports industry. Another measure of
economic size is total revenue for the industry, including revenues for industries that rely on the

professional sports industry.

Attendance

Attendance in the professional sports industry in North America has been increasing rapidly since
the early 19706s. Figure 1.1 plots attendance for
increased by an annual average of 4.2% over the pdixaduding the strike years of 1981 and 1994,
average annual attendance increased by a healthy 4.45%. This was largely due to new expansion franchises
that increased the number of teams from 26 in 1980 to 30 in 2005 and to the construction of larger
stadiuns. Figure 1.2 plots attendance for NBA games since 1969. Attendance increased by an annual
average of 6.35%, excluding the strike season of -B®OSNBA attendance is notable for a flat period of
attendance growth of only 0.2% from 1978 to 198485. Partof this is due to competition from the rival
American Basketball Association (ABA), which dissolved in 1979 with four téamsing to the NBA. A
new commissioner, new marketing efforts and franchise expansion resulted in a resurgence in NBA
attendance it he | ate 19806s. Figure 1.3 plots attendance
experienced the fastest growth (16.2% annually) in the recent history of the NHL, largely due to expansion
of the number of teams f r odance fioen 1976 to 1980 cand¢ attrshiited O . The
to efforts by the rival World Hockey Association (WHA), although very few of the WHA teams in
existence at that time operated in NHL cities. The drop in attendance in th®3.8$@4son was due to a

pl ay er .Ggureslid reveklethat the historical pattern of attendance in the NFL is similar to the other

? These being the Denver NuggeNew York Nets, Indiana Pacers and San Antonio Spurs.



leagues, although attendance growth in the NFL has lagged behint Wigmthe merger of the NFL and
the AFL in 1970, and the collapse of the rival Worldtall League in 1974, attendance grew at an annual
rate of 6.1%. Attendance fell dramatically in 1982, a strike year, and did not recover to its 1981 level until

almost ten years later.

MLB Attendance
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Figure 1.1

Major league baseball attendance, 12808. Soure: Rod Fort.

% NFL attendance data was provided by Nola Agha of SportsEconomics (www.sportseconomics.com).
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Figure 1.2

National Basketball Association (NBA) attendance, 1888to 200708
seasons. Source: Rod Fort.




NHL Attendance
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Figure 1.3

National Hockey League (NHL) attendance, 1830to 200708 seasons.
Source:

www.hockeyresearch.cdmfoster/business/NHL_league_attendance.html




NFL Attendance
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Figure 1.4

National Football League (NFL) attendance, 12664.

SportsEconomics (www.sportseconomics.com).

Source: Nola Agha of




Revenue and profit figures are difficult to find for professi@sprts teams since they are largely
privately owned firms who are not required to make these figures public knowledge. Financial World and
Forbes magazines estimate annual revenues and profits for major league baseball clubs. They report annual
revenues of$1.35 billion for the 1990 season, growing to $5.81 billion in the 2008 season. That translates
to an impressive 18.4% average annual growth in revéralésough of course, some clubs fair better than
others. Still these figures are small compared toymmher industries. The status assigned to professional
sports leagues by the media is far larger than their size in revenues would seem to warrant.

1.3 The Evolution of Professional Sports in the Early Years
1.3.1 Baseball

The first known game thathad pl ayi ng field and a formal set of
rules was held at the Elysian Fields in Hoboken, New Jersey in June of 1846 (New York Knickerbockers
versus the New York Base Ball Club). Tweitye runs were required to win a game, Whied to long
games, some of which lasted a day and a half. This meant only men of nobility had the time to play and
watch games. Amateur ¢l ubs dominated the game until

Players, not owners, ran the rather disorganized leagues. In 1888tibweal Association of Base
Ball Players (NABBP) was formed, the first player union in sports. Rules were standardized across the
country and a ninéning limit to each game was adopted to allow for larger attendance and higher
revenues. By 1860 thereeve players from sixty clubs in the NABBP and by 1867 there were players from
three hundred clubs. Most were not paid. Fan attendance was limited. There were only 14 team cities with
populations of over 100,000 (compared to 186 today) and none with sapopuf one million or more

(compared to seven today).

The first team to pay its players and manager was the Cincinnati Red Stockings in 1869. They
traveled extensively, even to Europe and Egypt, and won 56 consecutive games. The development of the
ralr oad on the eastern seaboard and the Midwest l ed t
to increase circulation, covered game results and statistics, establishing a lasting relationship between sport

and the media.

The presence of some paid y#es resulted in tensions between amateur and professional players

on the same team. In 1871 the National Association of Professional Base Ball Players was formed, which

* This includes the strike shortened 1994 season. This figure computed as{38Y(1.35x18) = 0.184



effectively eliminated amateur players. The Association was controlled by the giayersly lasted five

years. Until the later formation of the National League by club owners, the baseball market was very
competitive. With low entry and operating costs, new clubs could be easily formed. Without entry barriers,
there was no restriction dhe number of clubs. The labor market was also competitive. All players were
signed to single season contracts and were free to sign with any other team at the end of the season. Ticket

prices were raised to ten cents to cover player salaries.

Aprofitabl e baseball operation was difficult during t
fixed playing schedule, gambling, thrown games, player and fan rowdyism, and poor attendance led to
financial pressure on the investors. Player turnover was hgimte wer e firai dedo for the |

the league lacked competitive balance (the Boston Beaneaters won four of the first five pennants).

In 1876, the owner of the Chicago White Stockings, William Hubert, formed an association of
professional clubs atled the National League. Membership was restricted to only eight clubs and
franchises were awarded only to wiflanced investors in cities with a minimum population of 75,000.

This greatly restricted the number of qualifying clubs. Only 24 cities woaNe qualified at the time. Each

club had a monopoly right to its territory. The playing schedule was fixed to 60 games. To reduce
rowdyism, players were subject to a disciplinary code, and liquor sales, gambling and Sunday games were
banned.

Baseball beame a serious business for its owners. The emphasis was on maximizing revenues
through promotion and team success, and minimizing salary costs. Total revenue for the Boston Red
Stockings from 1873 to 1882 was $272,339 and total profit was $17,423, &weeage profit margin of
6.4 percent. The net wortbf the club was $767.93 in 1873 and $4,003.95 in 1882. The average growth
rate of net worth was 20.1 percent and the total return to the owner was 26.5 percent per year. Over the
period 1876 1900, 21 629 clubs were cancelled for a failure rate of 72 percent. But that is only one club

per year or a failure rate of 3 percent, similar to current small business failure rates.

Pl ayers were paid several ti mes aokieytor$XxOG0hag mands
year for a star player. Player salaries were typicallyttwoi r ds of a ¢l ubbés cost s. Le
lengthened to increase revenues, from 84 games in 1879 to 140 games in 1889. Ticket prices were
mandated at fifty cents across tleague. Revenue sharing was instituted where visiting clubs received

thirty percent of the gate, which hurt small market clubs.

Owners attempted to restrict salaries and the practice of free agent players to jump teams. In 1879,

a reserve clause was intluced which stood until 1976. If a player did not agree on a contract by the end of

5 Net worth is the difference in value between the assets and liabilities of the club.
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the current season, the player was fAreservedo throug
eliminated free agents. Average player salaries fell by &fepebetween 1878 and 1880. Neampering
agreements were reached with American Association clubs. Further collusion between owners resulted in a

Limit Agreement in 1885, which | imited playerds sal a

John Montgomery Ward, aplayeror t he New Yor k Giants, formed thi
which lasted only one season. The league was a futile attempt to avoid the dreaded reserve clause. Players
and owners shared in the profits and many National League stars jumped to the newTkageserve
clause created valuable property rights for the own
pl ayerés (formally banned in the |l ate 19706s). Mi k e
Chicago to Boston for the hugam of $10,000 in 1886 (about $2 million today)

By 1889, with the National League, the American /
25 clubs competing for fans. In 1890, the National League absorbed four American Association clubs to
form al2-club league between 1892 and 1899. But by 1900, the National League had only 8 clubs, and the
restricted entry prompted the formation of the American League by Ban Johnson (formerly the Western
League) for the 1901 season. The American League quicklgniee more popular than the National
League. Under the 1903 National Agreement, the National League and the American League agreed to
function as separate and equal leagues.

The National Agreement began a lengthy period of financial stability in basBbaleen 1903
and 1920, baseball attendance grew about 50 percent, from 5,000 per game to 7,400 (today the average is
about 27,000 per game). Because of the reserve clause, costs rose modestly compared to revenues. In 1920,
the average club earned abou?$D00 in profit. Profit margins averaged 11.2 percent and the average
franchise value appreciation rate was about 15.8 percent per year, yielding a total annual return of 27
percent. Lofty profits led to the formation of the rival Federal League in 1@hich lasted only one

season.

1.3.2 Basketball

Basketball is attributed to Dr. James Naismith and first appeared in Massachusetts in 1891.
Originally the game was played with nine players per team, peach baskets fixed to balconies of the gym,
and a socaeball. As it evolved between 1891 and 1900, the rules were very fluid. There was no limit to the
number of players on the bench (Cornell University typically played with-a&® squad) and play was

defensive and rough. Games were typically low scoring.

® See the focus box in Chapter 2.
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By 1900, the rules of play included fivean teams, twgoint field goals, and a oxmoint foul
shot. Barnstorming clubs soon appeared and promoters would stage games packaged with dances and
music to draw customers. Players were paid any residualafertgy m r ent al and the pron
paid. Originally, players were hired by the promoter on egpene basis. Star players did not exist as team
rosters varied for every game. The first professional league, the National Basketball League, wasformed i
1898 among clubs in Philadelphia. Very little financial information is available for the early period up to
the 19206s, but franchise turnover was high.

Basketball leagues were regional until the formation of the American Basketball League (ABL) in
1925. The ABL lasted until 1931, when it became inactive, but was revived in 1933 as an eastern regional
league. The National Basketball League (no relationship to the former) was formed in 1937 with 14 clubs.
Five clubs folded in 1938, and by 1942 the leagras down to four clubs. The NBL expanded to 12 clubs
after World War I, but faced competition from the rival 11 club Basketball Association of America
(BAA). The NBL established clubs in areas where amateur basketball was popular and where most of the
players (who were white) originated. The BAA adopted acitig strategy. Per game attendance in the
BAA was in the 3,500 to 5,000 range in Boston, Philadelphia and New York.

The National Basketball Association (NBA) was formed in 1949 out of the remamingrs of
the NBL and the BAA. Originally composed of 17 clubs, the league had shrunk to eight clubs by 1954.
After the 195657 season, the NBA encouraged movement of teams to larger cities. The Milwaukee Hawks
moved to St. Louis, Fort Wayne moved to DefrRochester moved to Cincinnati. By the 19&8season,
the |l eague had nine clubs | ocated in the countryds |

game. Expansion of clubs and racial integration has increased attendance to about 154108 pwtay.

1.3.3 Football

The first organized football game was between Princeton and Rutgers in 1869. The game
resembled rugby and Rut ger s w-we playdrssfor gaehrteam weirexon igoal s 0
the field and eleven man teams diot mppear until 1880. The rule of ten yards in four downs did not
appear until 1912. Scoring seems unfamiliar by toda)
was two points, an afteouchdown conversion was four points, and a field goal waspiints. The
current scoring system was not introduced until 1912. The game as played by colleges was very rough and
injuries were frequent. In 1905 this led to the formation of the Intercollegiate Athletic Association, the

precursor of the NCAA.

Professbnal football took much longer to appear than baseball or basketball. In 1920 the

American Professional Football Association (APFA) was organized by George Halas, owner of the



12

Chicago Bears. A franchise cost $25. The National Football League (NFL) thastedsished in 1922
grew out of the APFA. Few clubs were located in large cities. Attendance was low compared to current

numbers: about 3,600 to 5,000 per game in the-Pd28ason.

College games typically outdrew professional games by a large factaroatinued to do so for
several decades. The few clubs located in large cities outdrew thekc#iynaiNals by a factor of 2 or 3 to
1. During the period from 1920 to 1929, twemipe franchises folded. Gradually franchises were
established in the dicities. By 1960 there were 13 clubs and attendance averaged about 23,000 per game.
Still the lack of entry and competition resulted in the establishment of the rival American Football League
(AFL) in 1960 by Al Davis. The AFINFL war resulted in reducegrofits for both leagues and the two

leagues merged in 1970.

1.3.4 Hockey

The National Hockey League was organized in 1917 in Montreal following the suspension of
operations by the National Hockey Association of Canada Limited (NHA). The Montreal Q@)adie
Montreal Wanderers, Ottawa Senators and Quebec Bulldogs attended the founding meeting where the
delegates decided to use NHA rules. The Toronto Arenas were later admitted as the fifth team as Quebec
decided not to operate during the first season. Quplagers were allocated to the remaining four teams.

An emergency meeting was held January 3 due to the destruction by fire of the Montreal Arena, which was
home ice for both the Canadiens and the Wanderers. The Wanderers withdrew from the leagug, reducin
the NHL to three teams. The Canadiens played their remaining home games at tise8; Zhbilee rink.
Quebec did not play in 1918.

Hamilton and Ottawa were awarded franchises in 1920. All teams played-ackglitule of 24
games up to the 1922as®n. In 1923, the clubs agreed that players could not be sold or traded to clubs in
any other league without first being offered to all other clubs in the NHL. Also in 1923, the first US
franchise was awarded to Boston. In 1924, the Canadian Arena Compangntreal was granted a
franchise to operate the Montreal Maroons. The NHL was now a six team league with two clubs in
Montreal. The league schedule extended to 30 games.

Labor strife began early in the NHL. In 1925, Hamilton finished first in thedstgs, receiving a
bye into the finals. But Hamilton players, demanding $200 each for additional games in the playoffs, went
on strike. The NHL suspended Hamiltonés players,

be the winner of NHL senfinal between Toronto and the Montreal Canadiens.
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Franchises were granted to Pittsburgh and New York (Americans) in 1926. The Hamilton club
folded. The season was extended to 36 games to raise ticket revenues. The Stanley Cup came under the
control of theNHL. In previous seasons, the winners of the sumfunct Western or Pacific Coast leagues
would play the NHL champion in the Stanley Cup finals. Toronto renamed its franchise the Maple Leafs. In

1931, the schedule was expanded again to 48 games and thahdlhad been reduced to 8 teams.

The Montreal Maroons withdrew from the NHL on June 22, 1938, leaving seven clubs in the
League. Expenses for each club were league regulated at $5 per man per day for meals and $2.50 per man
per day for accommodationh8rtly thereafter, the Brooklyn Americans withdrew from the NHL leaving
six teams: Boston, Chicago, Detroit, Montreal New York and Toronto. The schedule was raised again to 50

games to raise revenues.

The NHL entered a period of remarkable stability witth e  fior i gi nal six0 franchi
Further expansion has increased the NHL to 28 clubs today.

1.4 Professional Sports Outside North America

Soccer is truly the worldds game and i s more pop
North Americacombined. Professional soccer leagues exist in almost every developed country. England
has the Premiership League, thought to be the richest soccer league in the world. Germany has the
Bundesl i ga, Italy the Seri e AralegguepandosaaoncMajorlegBesr i e Ah 0
also exist in South America, Africa, the Middle East, Russia and Southeast Asia. The structure of the
leagues is roughly the same, regardless of the country. A premier league sits atop soccer in each country
with clubs epresenting the largest cities, followed by first, second and third division leagues, which
represent smaller cities. A relegation system works to insure that each club play to its best ability. The
bottom three teams in each league are relegated dowextdawer league for the next season. The top
three teams in the lower league are then promoted to the higher league. Being relegated could mean a large
drop in profits for the next season.

In the premier leagues, each club can play a tremendous amogamme in a season. Besides
trying to win the premier league championship as the club with the best overall record, clubs also play for
various regional championships. In Europe, clubs vie for the Europa Cup each year, which is a tournament
of over 100 ofthe bestranked teams in Europe (rankings computed by UEFA). This tournament takes an
entire season (August through May) to complete with clubs traveling all over Europe. The UEFA
Champions League is the most prestigious of the European cups with onmpftfe best clubs in Europe
competing. Each country also has a national cup given to the winning club of arobimdournament.

The FA Cup in England is one of these. Of course, tournaments involving national teams are also very
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important. Europe hathe European tournament once every four years and South America has the Copa
America tournament once every two years, culminating with the prestigious World Cup held every four
years. The last World Cup tournament held in France in 1998 lasted one mdntesalted in an $81
million profit for its organizers FIFA Television rights alone for the 2006 World Cup in Germany
garnered over $1 billion for FIFA and the television rights for the 2010 World Cup in South Africa are

expected to fetch just over $Dillion.

The purpose of all these games is to extract the highest profit from fans and television networks.
Financial data for soccer is extremely secretive as most clubs are privately owned by consortiums. The
largest clubs around the world earn hugefifgroMany clubs have publicly owned shares listed on stock
exchanges (20 in the English Premiership alone). This encourages them to maximize revenues and reduce
uncertainty for their shareholders. An indication of the large amounts of money involvesigedrby
Rupert Murdochdés failed attempt to purchase the
Premiership. His offer of $1 billion was eventually rejected by the British government on the grounds that
it would create excessive market powerfdur dochdés busi nesses. Mur doch
which holds exclusive broadcasting rights for Premiership games (as well as the FOX network in North
Americaf. Granada, a British television and leisure company, purchased 9.9% of the outstanemgfshar

the Liverpool football club in July of 1999, for a price of $34 million. This put the total valuation of the

own.

clubds shares at approximately $343.4 million. The

Leeds United in September of 1999 for $&illion, resulting in an approximate club value of $251.1

million.

It is known that each club in the English Premiership earned an average of approximately £28
million in broadcasting royalties for the 2608 season, but this figure was only £10 raiiliin the 1997
98 season. The English FA raised this amount to approximately £30 million for the999%#&son in
response to a bid by foreign investors to create a new European superleague, composed of the best clubs in
Europé. The new league promisechah member club over £100 million per season in broadcasting
royalties. Television rights for UK and European soccer are estimated to be worth over $2 billion per
season. The proposal fell apart due to a lack of financial commitment by investors. Oressunst that
the huge potential profits from European soccer are still untapped. With satellite broadcasting around the
world, professional rugby, Australian rules football and even cricket, are enjoying tremendous growth in

popularity and profits.

"Bl atter -FReejee cWosr ITdaxCup Request o, Patrick Vignal,
8Murdochoés BSkyB n ébtofite outstarsding shates af Mamchesterlunitad.
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1.5 Econamic Issues

1.5.1 Monopoly Behavior

A sports league is a collection of team owners who agree on a common set of operating
procedures, which insure larger profits than if each owner acted on his or her own. These procedures
include restricting entry of neteams, assigning exclusive franchise territory, and agreeing on a revenue
sharing formula, salary cap or luxury tax. Some of these practices are illegal in any other industry, however
baseball (and the other leagues) is formally exempt from the lawsnigatti@ise practices (called antitrust
statutes) since a unanimous court decisiofeideral Baseball versus National Leagnel922. The ruling
was that baseball did not operate interstate commerce and was therefore exempt. The legal standing of
collusion n baseball has been reaffirmed by several court decisions since then. This allows owners to

collude on prices, revenue splits, advertising and player salaries.

The other leagues do not enjoy formal exemption except in two areas. First, when a collective
bargaining agreement exists or remains in force, despite a labor dispute;|eéayer contracts are exempt
from antitrust statutes. Second, in 1961 Congress passed the Sports Broadcasting Act (amended in 1966),
which extended the antitrust exemption te thegotiation and sale of broadcasting rights. This makes
league packaging of rights for sale to the networks perfectly legal.

All leagues establish rules governing the awarding of franchises, conditions of entry and
relocation, the market for players,daplaying regulations. These agreements attempt to bevyesith
maximizing and collusive for the owners. In order for new teams, or firms, to enter the industry, permission
must be obtained from the existing firms. Famous exceptions are the OaklaptsRidiEL) move to Los
Angeles in 1982 and the San Diego Clippers (NBA) move to Los Angeles in 1984. Teams must collude
somewhat just to establish uniform playing rules which establish agreement on a winner and a true
champion. Also collusion on a leagudisdule is necessary to maintain an even number of quality games,
particularly when teams differ greatly in quality. Chapter 4 discusses the business end of running a

professional sports franchise.

Collusion in the form of entry restriction, revenue shguamd territorial rights generally does not
affect the quality of play; rather it exists only to maintain profits. Owners argue these rules are necessary to
protect franchise values, yet they do not exist for any other industry. Most of the franchisésvalue
composed of player contracts and exclusivity in a geographical market, not meaningful physical assets.
Some argument could be made that restricting entry insures an adequate supply of quality players. Some

restrictions on entry and on rival leagues rbayn the interests of sports fans.

°AWi nner s TheBcaomistAugust 22, 1998, p. 450.
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Gate receipts stildl account for the majority of
broadcast rights. The revenue sharing arrangements in professional leagues tends to discriminate against
small market clubsbaseball 6833 homeuvisitor split, football 6840 split, basketball and hockey 00
split. In 1991, the top baseball club earned 2.5 times the revenue of the smallest club. By 2004, the gap
increased to 3.3 times the revenue of the smallest club. Ibalbahe top club earned 50% more revenue
than the smallest club did in 1991. Of course, in the-tongteams will maximize profits at an optimal
winning percentage which varies by each team. It is no accident that large city teams have tended to
dominak the pro leagues as they have a higher potential revenue source. Chapter 5 will discuss issues of

league policies to promote parity, and whether they work.

League expansion is not limited by the market size of cities that do not have a team. However it i
in the best interests of owners not to locate a franchise in every city that can support one for two reasons.
First, demand for a new or existing franchise by a city currently without one maintains the potential of high
capital gains for owners. Secondedible threats of movements to new cities that desire a franchise
preempts entry of new rival leagues without actually incurring the cost of a new franchise. An example is
the constant threat of moving the Montreal Expos (MLB) to a southern city. ClBagitszusses economic
model s of entry of new teams and the existing | eague
stadium and arena construction and the destructive behavior of cities to bid for professional sports
franchises.

1.5.2 The LaboMarket

Historically all of the leagues established collusive agreements that governed the selection (entry
drafts), contractual arrangements (reserve clause), and distribution of players among clubs. Exploitation of
players kept salaries far below theualof the player to a team up to 1976 in baseball, in basketball until
the mid1970s, and in football and hockey until just recently. The first league players to be deemed free
agents through binding arbitration were Andy Messersmith (Dodgers) and DavalliM¢Qrioles) in
1976. The owners subsequently fired the arbitrator on the cases, hired by the owners, after the ruling. The
only other market with such a labor structure among owners was the motion picture industry in its early

years.

There is still notan open and competitive market for player services. Rather, an elaborate set of
rules determines which teams can negotiate with which players, designed to benefit the owners. For

instance, drafted players can only negotiate with the team who drafted them.
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At current salary levels, a superstar baseball or basketball player makes up to fifty times the salary
of a rookie player. Certainly it is not true that a superstar player is fifty times more productive as a rookie.
Salary differentials provide an econignincentive for all players to perform at their maximum level.
Rather than monitor players, players signal their own quality. Essentially they are offeredpartwo
contract. One part is payment for expected performance. The other part is a prizenddtdrmithe
probability that a player becomes a superstar player, which is endogenously determined. This shifts the cost
of ensuring player performance to the players themselves.

The team that will pay the most salary is the one that expects the largyeshént in revenue
from that playero6s service. Thi s -cityseamshEyen if glagersb e s t
do not have unrestricted movement around teams, differences in revenues generated by players will insure
that players end upnothe teams where they are paid the most, if player sales are allowed. Under free

agency, the players receive more of the revenues they generate. Chapter 8 reviews these labor issues.

1.5.3 Television Broadcasting

In the early years of television, broagt rights were negotiated locally. Most clubs simply sold
the broadcast rights to a certain station. Other teams purchased airtime and produced the broadcasts
themselves. By reciprocal agreements among clubs, broadcasts to the home market were bhatleed out
the team was playing at home; only away games were broadcast.. In 1946 the major leagues adopted a rule
preventing the broadcast of other c¢clubsdé games i
home. This practice was clearly antmpettive. Under pressure from the Justice Department, leagues
modified these rules in 1950.

The first leaguavide packaging of rights was between the NBA and NBC in 1954. Major league
baseball quickly followed suit, also with NBC, and the NFL completed a wi#alCBS. In 1960, the
American Football League (AFL) pooled its broadcasting rights and sold them to ABC. By colluding, the
leagues eliminated interclub competition to sell rights and increased their share of the profits relative to the
net worksodé share.

The courts struck down the CBE-L contract and the status of pooled broadcast rights was in
doubt across sports. However in 1961, Congress passed the Sports Broadcasting Act, which permitted
leagues to operate as cartels in the negotiation and sateanofchst rights. After the AFNFL merger in
1970, the new NFL allowed each of the big three networks to broadcast some games. This strategy

effectively eliminated any potential TV contract for a rival league.

pl a

nt o
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The rapid growth of cable broadcastinginth® 8 0 6 s s aw t hsporsireadagagimgc e of al
networks (ESPN, TNT, Sportschannel, etc.). Large contracts awarded to national networks have been
gradually replaced by smaller contracts awarded to t
anexception to this trend, acquiring broadcast rights for the NFL, MLB and the NHL. The FOX strategy is
innovative. By providing a network of regional stations, broadcasting local content, FOX provides more

specific events to its viewers, yet can still pdanational coverage across all the stations.

Brief Review of Concepts

e A professional sports league is a collection of team owners who agree on a common set
of operating procedures in order to maximize joint profits. These procedures include
restrictingentry of new leagues, assigning exclusive franchise territories, and agreeing on
a method to distribute revenues and players. Baseball is formally excluded framstnti
laws, while the other leagues benefit from more informal exclusion.

e Leagues usuallgarn larger profits than if each team operated independently. Restricting
the supply of games is necessary to insure higher profits.

e Team revenues are composed mostly of gate receipts, concessions and marketing, and
broadcast rights. Small market clubsxgeally do not do as well as large market clubs,
however this is still profit maximizing for the league.

e Players were usually paid far below the value of their output to the club up to the late
19706s in all |l eagues. T hreancefied agdndy ialoweche nt o f
players to capture a larger share of their output.

e Player movement is still restricted in professional sports through the use of entry drafts
and different categories of free agents. There is an economic incentive for players to
perform at their maxi mum | evel, since the pl a
performance statistics . In this way, the cost of monitoring player performance shifts from
the owner to the players.

e The highest paid players are the ones thought taibate the most to revenues for the
owner. Since large city teams tend to generate more revenues, the better players tend to
end up playing for them.

e Broadcast rights were negotiated locally until the-thi 5 0 6 s . Leagues then c
negotiate broadcagights to maximize profits. The Sports Broadcasting Act of 1961

granted the leagues the right to collude on leagde broadcasting contracts.
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Focus box: Roone Arledge, sports broadcasting innovator.

In 1954, Roone Arledge was a 23 yed corporawaiting for his discharge from the army. After
his graduation from Columbia University in 1952, he worked briefly for the Dumont television network
where he developed a keen interest in the rapidly growing television industry. At that time, television
technology and programming were primitive. Talk shows, variety shows and farigiyted sitcoms ruled
the airwaves (no cable) and all programming was live. After leaving the army, Roone Arlgdiede
with Dumont and won an Emmy award in 1955 for prodgdii Mom, a childrends program
Shari Lewis and her collection of puppets. From such small beginnings, Arledge came to be the undisputed

king of television sports broadcasting and the president of the ABC network.

Arledge had joined ABC by 19610 produce sports programs. ABCOs s
college football games; CBS broadcast NFL games every Sunday. With no imminent professional sports
league contract, Arledge developed the new progvslicie World of Sportswhich was a haphazard
collection of whatever sporting events ABC could purchase rights to. The program was wildly successful
and stayed on the air unti/l the 198006s when speci al
Arledge also producetihe American Sportsmawhichfeatured a weekly hunting or fishing expedition to
some corner of the world. While these two programs were popular, they were not major league and could
not propel ABC into the same position as CBS and NBC.

The pursuit of the television rightstotheyOnpi ¢ games was Arl edgeds mast e

cold war, any competition pitting American against S
Arl edge, fAif you had an American agai nsbudhavlkussi an,
been kayaking and people would watch.o Still, tel ev

television network due to the high production costs. ABC paid $50,000 for the rights to the 1960 Winter
Olympics in Squaw Valley and then canedllthe deal. Arledge convinced the network to purchase the

rights for the 1964 Winter Olympics in Innsbruck for $250,000, then went on to produce nine more

Olympic games. Increasing television ratings caused broadcast fees to skyrocket: $3 milliorl 8&8the

Summer Olympics in Mexico City, $13.5 million for the 1972 Munich Summer Olympics, and $25 million

for the 1976 Summer Olympics in Montreal. The Munich games were the first to receive full network
coverage in primetime. Few who lived at that timetamr get ABCO6s coverage of the
Israeli athletes by Palestinian terrorists, all produced in sliekif@ite packages by Roone Arledge. ABC

won 29 Emmy awards for its Munich coverage.

Arledge was the first television executive to back nieev American Football League (AFL) in
1961. The rebel nature of the league reflected Arledge himself. Arledge and ABC introduced many

technical advances in game coverage that are standard todaymsimm instant replay, player and
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statistical graphicand color commentators. ABC lost its AFL contract to NBC after four years and was

shut out again from major league sports. This began a pattern of football broadcasting that continued into

the 199006s: CBS broadcasting MNé&ENFL &nd AFL)NJ&NtRs, BBCt er t he
broadcasting AFL (AFC) games. Arledge approached the newly merged NFL in 1970 to consider
broadcasting football games on Monday nights. The NFL considered the deal, and after offering the games

to CBS and NBC unsuccessfully, itkea new deal with ABCMonday Night Footbalbecame a wild

success with its controversial color commentator Howard Cosell.

Any attempt to obtain rights to Sunday NFL games by ABC was thwarted by rapidly increasing
broadcast fees. CBS paid only $14 millifor the rights to NFL broadcasts in 1964 and 1965. By 1982, the
three networks paid a combined $2.1 billion for righ

paid a staggering $1.58 billion in 1993 to broadcast only NFC games for five years.

In 1986, Arledge moved on to become president of ABC News and quickly turned it into the
leader in television news broadcastinightline and 20-20). Despite his leadership in bringing

professional and amateur sporhsofospetesi iagntvuirewdr
basic il in sports today has got to be moneyo, he s
have owners who canot control themsel vesldiigds vi ng al l
making see r a | million dollars a year and thinking theyodr
means to a sneaker deal . 0o

Source: AThe TiSpodsrllustrdted August &6y 19%4) po3620
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Chapter2

Basic Principles |

This chaper is the first of two chapters that lay out the necessary economic principles to be used
throughout the text. The student is assumed to already know some basic principles from a previous
introductory economics course, however a brief review should psittalu d ent s on t he same dpl

The main points the student should learn in this chapter are:

e The definition of a demand curve, the Law of Demand and its assumptions, and what
gives rise to the slope and shift of a demand curve.
e Price elasticity odemand, income elasticity of demand and cross elasticity of demand.
What they are and what are they used for?
e The definition of a supply curve and what gives rise to the slope and shift of a supply
curve.
e The concept of equilibrium. The mechanics of homarket moves to an equilibrium of
demand and supply. The definition of consumer
e Dynamics, or shifts in the demand and supply curve and their effects on prices and
guantities.

e The special case of the-alf-nothing demandurve and why it is relevant.
2.1 The Demand Curve

The demand curve is a hypothetical schedule showingéxénunprice consumers are willing to
pay for a given quantity of a good or service. Obviously consumers would like to pay something less than
the maximum they are willing to pay, and some will, however the demand curve represents an upper bound
on consumersé willingness to buy. In order to draw a
defined. For instance, the good provided by a nlajpgue team might be defined as a seat in a stadium, a
chance to cheer with other fans for the home team, or even an entertainment experience. The definition of
the good produced by the club partly determines the degree of competition faced by thenelubifdahe
good is defined as a viewing seat in a stadium, the team might be defined as a monopoly (the sole producer
in the industry) if there is no competing team in the same city. On the other hand, if the good is defined

more broadly as entertainmetite team might be operating in a much more competitive environment, as
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there are many alternative forms of entertainment in a major city. For our purposes, we will define demand
curves for tickets to major league games. Teams also receive revenueshigosoorces than ticket sales,

such as concessions, parking and broadcast rights, but we will ignore those revenue sources until Chapter 4.

Sports leagues, like other entertainment industries, are differentiated from industries that produce
physicalgood$ n t hat there is not a direct association bet\
For a dry cleaner, total revenues (price (P) x quantity (Q)) are directly related to how many items are dry
cleaned. For a professional sports team, total revenderived from ticket sales, but the team does not
produce seats as output. Rather the team produces games of some given level of acceptable quality, usually
measured by wins or winning percentage, which may encourage fans to purchase tickets (settgje&h
to which the teamds performance translates to the t
positive (see Chapter 4).

All demand curves are assumed to obeyltae of Demandas the price of the good falls, the
quantity purchased of ¢hgood increases. If the average ticket price is plotted on a vertical axis and the
number of tickets sold is plotted on a horizontal axis, the demand curve for tickets slopes downward
(Figure 2.13°. One might think of exceptions to the Law of Demandijrfstance, expensive luxury seats or

boxes that sell out despite their rising prices. This would make the demand for these tickets appear to be

Price ($)

Demand (D)

0 Quantity (Q)

Figure 2.1

The Law of Demand: an increase in the average ticket price redhgcgadntity
demanded for tickets. This is reflected in an upward movement along the
demand curve. All demand curves are assumed to slope downward.

©The demand curve is drawn as a straight line in Figure 2.1 for convenience. Demand curves are not really
observable, but they can be meadursing statistical methods.
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upward sloping. In this case, the fan is not just buying a seat, rather he or she is buying a combination o
goods. Table food and beverage service, a better view, telephones, privacy and status are also included in
the price. Each of these goods has a demand curve, which is downward sloping. As we shall see, changes in
incomes, prices of other goods, and tastiso account for this behavior.

The slope of the demand curve is determined by the availabilgylusftitute gooddf a good has
many substitutes available, the demand curve will be relatively flat reflecting the fact that an increase in the
averageitket price will cause many fans to switch their purchases to other forms of entertainment (Figure
2.2). A good with very few substitutes available will have a relatively steep demand curve since fans will
be more insensitive to increases in ticket pric&sme sports teams sell out every game. This does not
mean fans believe there are no substitutes for the ¢
capacity constraint. There are always some substitutes available for any good, so ifitekeanerraised

too high, drops in attendance will result unless the stadium is small.

Price (%)
Few Substitutes
Many Substitutes
D
D"
0 Quantity (Q)
Figure 2.2

Goods with many substitutes have relatively flat demand curves as consumers
will be sensitive to prices changes. The oppossitérue for goods with few
substitutes. There is no such thing as a good with no substitutes.

In order to draw a demand curve, we must assume that real incomes, prices of substitute goods and
tastes are constafiReal incomas the purchasing powerohoe 6 s dol | ar i nco me. I ncrease
increase in oneds dollar income wil|l |l ower real i nc
many goods and services. By assumption, increases in real income (imagine a helicopter dropping money
with no change in prices) raises the quantity demanded for tickets at the original price P in Figure 2.3. The
demand curve for tickets has shifted to the right since the quantity demanded of tickets will be higher at any
price. We will assume that sports itk are anormal good Increases in income raise the demand for

normal goods (shift the demand curve to the right) so that the proportion of expenditures on the good out of
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all expenditures rises. Expendituresioferior goodsalso rise with income (theethand curve shifts to the

right), but fall as a proportion of all expenditures.

An increase in the price of a substitute good has the same effect in Figure 2.3. At the average
ticket price P, some of those who formally purchased the substitute good,sayie ticket, will now
purchase sports tickets, shifting the demand curve to the right. An increase in tastes for team games will
also shift the demand curve to the right, however changes in tastes can have unpredictable effects.

Price ($)

0 Q, Q, Tickets (Q)

Figure 2.3

An increase in real income, an increase in the price of a substitute good, or a
change in tastes towards sports tickets, will shift the demand curve for tickets to
the right. At the same price P, the demand for tickets is higher.

Professional sports clubs do have some ability to influence the local demand curve they face. A
rather unique feature of the professional sports business is that improvements in the quality of factor inputs
can shift the demand curve for tickets to the rigttis could be the case when a club acquires more
talented players and enjoys greater team success. Casual evidence suggests that fans do appear to support
clubs that are more successful on the field. Figure 2.4 plots club revenues agalonstswiarcentige for
MLB clubs for the 2008 season (other recent seasons are very similar). In other industries, firms can shift
the demand curve they face to the right through the use of advertising or improving the quality of their
product, an output. In professiorgborts, improving the quality of an input (labour) can have the same
effect. Some clubs choose not to do so. Perhaps this is because the shift in their demand curve would not be

large enough to warrant the higher costs of player talent.



25

Payoff to winning in 2008 MLB season
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Increasing the level of player talent can result in greater team success and
revenues. In this case a club has shifted its demand curve for tickets to the right
(holding real incomes and the prices of substitute forms of entertainment
constant).

Brief Review of Concepts

e The demand curve for a particular good or service is a schedule representing the
maximum amount consumers are willing to pay for a given quantity of the good or
service. According to the law of demand, price and quantity demanded are wversel

related.
e A change in the quantity demanded is a movement along a fixed demand curve, caused
by a change in the productds price.

e The slope of a demand curve is flatter the more substitute goods are available. Consumers
will be more price sensitive when masimilar goods are available.

e An increase in the price of a substitute good or an increase in real income will shift the
demand curve to the right.

e The definition of the product is critical to determining the demand curve.

2.2 Elasticities

The price elasticity of demands a numerical value, which describes the sensitivity of quantity
demanded to changes in the price of a good. It is computed as the percentage change in quantity demanded

divided by the percentage change in price.
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where Band Q are the original price and quantity demanded, areh® Q are the new price and quantity

demanded.

If the absolute value (drop the negative sign) of the price elasticity of demand is greater than one,
the demand curve is said to elastic implying that quantity demanded is very sensitive to price changes.
A price elasticity less than one in absolute value is said todb@stic implying that quantity demanded is

not very sensitive to price changes.

Consider the demand curve fiickets in Figure 2.5. At an initial average ticket price of $50, the
quantity demanded of tickets per game is 15,000. If the club owner drops the average ticKeo it

quantity demanded rises to 18,000 seats in our example. The price elakteityamd is computed as

_ €8,000-15,000 ] €8,000+15,000 ] 2

2L 082
7o €40 $50 ] €640+ $50 ] 2_ 08

meaning that ticket sales rise by 0.82% for every 1% fall in ticket prices. The demand curve for tickets in
Figure 2.5 is inelastic over the range of ticket prices and quantities demanded observed. €tatamvn

very interested in knowing the price elasticity of demand for their games since elasticity determines what
happens to total revenue when the ticket price changes. In Figure 2.5, total revenue before the drop in ticket
prices is $50(15,000) = $75@0 while it is only $40(18,000) = $720,000 after the price reduction. The
increase in ticket sales is not enough to make up for the drop in ticket prices, and total revenue has fallen.
This is always true with an inelastic demand curve. On the other hraimtrease in ticket prices from $40

to $50 will raise total revenue with an inelastic demand ¢éirve

If the demand curve for tickets is elastigy{|> 1), total revenue will rise with reductions in ticket
prices and will fall with increases in ticketiges. Estimating price elasticities is difficult for team owners
since income, substitute goods prices and tastes must be held constant so the demand curve does not shift.

Surprisingly there is very little in the academic literature concerning estimafasce elasticities for

™ Reductions in ticket prices are very uncommon in professional sports. One exception is the Montreal
Expos who dropped ticket prices by over 30% between the-48%2ason and their last season 2003

the club has since beenld and relocated to Washington, D.C.

12 The Montreal Expos found this out the hard way. Total revenues from ticket sales fell drastically in the
199798 season despite some increase in attendance. Despite this, ticket prices fell again for@e 1998
season.



27

professional teams or leagues. This is probably due to the difficulty in obtaining reliable ticket price data

going back in time.

Price ($) D

$50 |---------

$40 [~~" -

0 15 18 Tickets (1000's)

Figure 2.4

The price elasticity of demand measures the respootiyeantity demanded to
price changes. In this example, when the average ticket rose from $40 to $50,
the quantity demanded of tickets fell from 18,000 per game to 15,000 per game.
The computed elasticity i80.82 meaning that for every 10% increase ahet
prices, ticket sales fall by 8.2%. Since the price increase is greater than the fall
in ticket sales, ticket revenue will rise as a result of the price increase.

It is important to note that the price elasticity of demand takes on different véduesaafixed
demand curve. A formal discussion is left for Chapter 3, however the further down the demand curve the

price falls, the smaller the price elasticity of demand.

Theincome elasticity of demargives an indication of the sensitivity of ticketlss to changes in
real incomes. Real income is the purchasing power of income. Typically real income is computed by
dividing dollar income by a consumer price index. The income elasticity of demand is computed as the
percentage change in demand for amipercentage change in real income.

_%AQ Q1 -Qo €, +Qp ]2

%Al G-1o 1My +1g]2°

where @ and }, are the original quantity demanded and real income, arah@ | are the new quantity

demanded and real income.
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Suppose that real incomes rise by 5% on the average in thie €lubh o me mar k et during
season (this would be a healthy increase). As a result, suppose that fans purchase 18,000 tickets for the
upcoming season instead of the 15,000 tickets purchased last season. The income elasticity of demand is
computed as

~

_ 4800015000 ] @8,000+15000 2", .,

0.05

ul

meaning that ticket sales rise by 3.64% for every 1% increase in real income. In this example, tickets are a

normal good since they will take up a greater percentage of total expenditures as income rises.

Goods whose income elasticiobf demand is greater than zero are normal goods, while those
whose income elasticity of demand is less than zero are inferior goods. Again the academic literature has
not provided estimates of income elasticities for leagues or teams, but one woulthétitickets to
professional sporting events are probably normal goods.

Brief Review of Concepts

e The price elasticity of demand measures the percentage change in the quantity demanded
for a given percentage change in the price of the good. The demasdi€said to be
elastic (inelastic) if the price elasticity of demand is greater than (less than) one.

e Lowering the price raises (lowers) total revenue if the demand curve is elastic (inelastic).

e The income elasticity of demand measures the percentaggelin demand for a given
percentage change in real income. Goods with an income elasticity of demand greater
(less) than zero are said to be normal (inferior) goods.

2.3 The Supply Curve

The supply curve represents th@nimum pricea producer must ceive to produce a given
guantity of goods or services. Thus the supply cur ve
quantity of goods, but he may be able to extract a higher price. There is no law of supply. The supply curve
can slope upwaradr downward depending on the cost conditions facing the firm. Conventionally it is
drawn upwarekloping since, in most industries, to produce more output firms must hire more factors of
production (labor, capital, land, etc.) which raises the minimunephe firm needs to produce more
output. However if firms are able to purchase factors of production in bulk and receive a lower unit price
per unit of factor, the minimum price the firm needs could fall as more factors are purchased. A movement

along a fked supply curve is changeqguantity suppliedcaused by a change in the product price.
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The slope of the supply curve is determined by the availability of factors of production. If factors
are scarce, and raising output requires the bidding away ofgdcom other firms, costs rise quickly and
the supply curve will be steep. If factors of production are abundant and cheap, the supply curve will be
relatively flat. The price elasticity of supply measures the percentage change in the quantity supalied f
given percentage change in the product price. Supply is said to be elastic if the price elasticity of supply is

greater than one; inelastic if the price elasticity of supply is less than one.

In Figure 2.6, the supply curve can shift to the right tuan increase in the number of firms in
the industry, natural occurrences like good weather for farmers, a decrease in taxes firms face, new
technologies which allow for higher output with the same number of factors, or an increase in the amount
of factors available. At the price,Pthe industry can produce more output (fromt®@ Q,), shifting the
supply curve to the right. We shall focus on industry or league supply curves, not supply curves for

individual teams.

Price ($) S S

0 Q Qi Tickets(Q

Figure 2.6

The supply curve provides thminimumprice the producer needs to produce a
given amount of output. It is assumed to be upward sloping due to the higher
costs incurred by the producer to produce more output. The supply curve will
shift to the rightas greater technology lowers costs, more factors of production
become available, or as new firms enter the industry.

Brief Review of Concepts

e The supply curve is a schedule giving the minimum price a producer needs to produce a
given amount of output.He supply curve can slope in any direction depending upon the
cost conditions facing the firm. Generally it is drawn as upward sloping.

e The supply curve will be relatively flat if factors of production are abundant and cheap.
The price elasticity of supplyeasures the percentage change in the quantity supplied for
a given percentage change in the product price.
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e The supply curve will shift to the right when the number of producers increases, factor
prices fall, productivity increases, taxes decrease, threasesult of a natural occurrence.

2.4 Equilibrium

The demand and supply curve for a good can be drawn in the same picture as in Figure 2.7. The
market price of the good is found where the two curves intersect, at priée this price, the maximum
amount the last consumer at @ willing to pay is just equal to the minimum amount the producer must
receive to produce QEvery consumer who wants to buy the good at priceaR do so. There will be no

shortage or surplus of the good.

The price R is called theequilibrium price. This means any movement away from the price P
results in a movement back to it. Consider the price FFigure 2.7. At this price, producers can afford to
produce @amount of output by hiring more factors of productionn§loners will only be will to purchase
the quantity @as indicated by the demand curve. The differengé, Q,, is a surplus of goods produced
over and above the amount purchased by consumers. Inventories will accumulate which sends a signal to
producergo both lower production and to lower their prices. As output falls and inventories are sold off,
production moves down the supply curve towards A3 the price falls, the quantity demanded rises and
consumers move down their demand curve towardsOQtput and price will fall until the equilibrium
price B and quantity @ are restored. Since inventories are restored to their optimal level, producers

stabilize production.

We could have just as easily started at a price below the equilibrium price. Cdhsigedce Rin
Figure 2.7. At this low price, the goods price is very cheap so consumers demainith€good as given
by their demand curve. However the price is too low for producers to incur very high costs, so they produce
only a small amount of dput, @, as given by their supply curve. The resulting differengg;, Q,, is a
shortage of the good. Since only ® actually produced at price,Rronsumers bid up the price in order to
ration the available quantity. As the price rises, some consuradmnger wish to purchase the good (we
move up the demand curve) while the higher price allows producers to incur higher costs and increase
production. The fact that consumers are lining up to buy the good, and are willing to pay a higher price,
sends aignal to the producer to raise output (move up the supply curve). This process continues until the
shortage is eliminated at price. At price R, all those consumers willing to pay the price can purchase the

good and the market is cleared.

C o n s u meptu® is ansmportant concept used to show the value to society from a good or
service. As we shall see, free markets work to maxin
to economists. Consider Figure 2.8 where a demand curve for ticketsns dithout need for a supply
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curve. Think of each point on the demand curve as the maximum price each person will pay, in succession,
to purchase a game ticket. Near the top of the demand curve, the first few individuals are willing to pay a
very high pice for a ticket since they value them so much. As we move down the demand curve, ticket

prices fall since each successive person is not willing to pay as much for a ticket as the previous person.

The demand curve represents mi@rginal valuationof a tiket for each individual.

Price ($)

0 Q, Q, Q1 Tickets (Q)

Figure 2.7

The price B, where the demand and supply curve intersect, is called the
equilibrium price. At this price, every consumer who wishes to buy a ticket at an
average price of fcan do soThere is no shortage or surplus. At price ®
surplus of tickets will result (F Q) since the price is too high. At price, R
shortage of tickets will result since the price is too low. Market forces move the
price and quantity sold back to the #itpium point.

Thec o n s ume r Gsghe differened betsveen the maximum price an individual is willing to
pay (the marginal valuation) for a ticket and the price that is actually paid, summed over all consumers on
the demand curve. In Figure 2.8, tiibbse consumers who are willing to pay a ticket price higher than P
receive a fAsurpluso si nc e, Thibistheecdname candem of value Allu a |l | y
those above price,®n the demand curve believe that stadium tickets ao®a galue up to the last person
at Q. The last person receives no surplus since the maximum amount he or she is willing to pay for a ticket
is just equal to the price he or she actually pays. All those consumers on the demand curve below the price

P, chocse not to buy a ticket since their marginal valuation of a ticket is below the market price.

Thepr o d uc er & she difierengd betaeen the equilibrium ticket price and the minimum
ticket price necessary that allows the producer to supply a giveardarof tickets, summed over all tickets
on the supply curve. The producer gains a surplus since the marginal cost to produce each ticket is less than
the ticket price, except for the last ticketsold g Q Thi s i s not the prasdducer bs

defined in the next chapter.
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The consumerés surplus in Figure 2.8 ,Thisthe area
is the tot al ivalued to consumers and society of tioc
the producer of he tickets is the producerés surplus. | f m
interference, the sum of the consumerés surplus and

price R that is not the free market equilibrium price in Figur®. Z'he ticket price is above the market

price so a surplus of tickets will result. The actual quantity of tickets sold will be given by the demand

curve. WithonlyQt i ckets sold, the I oss in consumerédés and prc
A and B. If the ticket price isfa shortage of tickets will result. Again the actual quantity of tickets sold
willonybe@QQand the sum of the consumerdéds and producer s s

Price ($)
S
Consumer's Surplus
PO ______________ |
|
|
L
Producer si surplus D
|
|
0 Q, Tickets (Q)
Figure 2.8
Consumer 0s surpl us i s defined as the sum of

maximum amount each consumer is willing to pay for a given quantity of

tickets, and the price actually paid,(Ehe equilibrium price) for all consumers.

Consumer 6s measurepof thesvalue ®f a @iven amount of output to

soci ety. The value of a good is not ités pric

The price of a good does not indicate its value,

valuable by society, lik clean water and air, typically have low prices in developed economies.

Brief Review of Concepts

e The equilibrium price and quantity purchased are determined by the intersection of the
demand and supply curve. At this point, all those consumers wiblifgiy the good at
the equilibrium price can do so. There is no shortage or surplus at the equilibrium.

¢ In the absence of government interference or other barriers, prices and quantities should
always occur at their equilibrium points. Any movement awagnftbe equilibrium will
bring about a change in the product price, which causes a movement back to the
equilibrium point.
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e The consumerd6s surplus measures the gain in =
product. It is the sum of the differences betwdlee maximum price consumers are
willing to pay for a product, and the equilibrium price they actually pay. The area under

the demand curve and above the equilibrium pr
e The price of a good represents the marginal consumkratizan of the product, not the
value of the product. Free markets maxi mi ze t
[ ]
Price ($)

0 Q, Q, Tickets (Q)
Figure 2.9
The equilibrium price always maxi mizes the ¢
Consider the price Pthat is abovelte equi |l i brium price. The <co
surplus is reduced to area A. Atthe price P consumer 6s surplus i s the
areas A and B, which is stildl |l ess than the ¢
price.

2.5 Focus Box: Who Can Afford These Prices?

For the 2006 season, major league baseball ticket prices averaged $22.11, making baseball the
most affordable professional sport for the fan. The NFL average ticket price came in at a relatively hefty
$58.95, while the NBA averaged $45.92 and the NHL aver&d8dL3. A more telling statistic is the cost
for a family of four to attend a game, which includes four tickets, four hot dogs, four small sodas, parking,
two programs and two caps. The highest and lowest family costs for each league are given ie the tabl
below. These costs are certainly high. What type of person can afford to attend major league sporting
events? In 1998, the average household income in the United States was $35,492 while the average income
for season ticket holders in all four leaguessvi®7,435. Season ticket holders averaged 90% higher
incomes than the general population. In 1972, the same season ticket holder had an average income only
58% higher than the average household income. It would appear that attending sporting eveiig is gett

expensive and those in the upper end of the income distribution are those who can afford it.
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Highest and Lowest Game Prices (Family of four, US$), most current season
Highest Lowest

MLB Yankee Stadium (New York): Chase Field (Pheonix): $114
$411

NFL Gillette Stadium (New England)| Ralph Wilson Stadium (Buffalo)
$596 $299

NBA Staples Center (Los Angeles):| Fed Ex Forum (Memphis): $183
$479

NHL Air Canada Center (Toronto): | Scottrade Center (St. Louis):
$411 $193

Source: http://www.teammarketing.a/

2.5 Dynamics

Prices and quantities change due to shifts in the demand and supply curves. In this section we
analyze the effects of these shifts and dispel some common misperceptions of why prices and quantities
change.

The most common cause of ieases in major league ticket prices is an increase in consumer
demand. This can happen due to an increase in real incomes, an increase in the price of a substitute
entertainment good, or just an increased preference on the part of consumers for majspedagu The
latter is particularly true if the team is winning and has the potential for a championship. The dynamics of
the demand shift is shown in Figure 2.10. The demand curve for tickets has shifted to the right due to any
or all of the previously entioned factors. Initially, ticket prices might be slow to respond to the higher
demand, particularly since most sports organizations maintain constant ticket prices throughout a regular
season. Playoff tickets can be substantially higher than regulsorséieket prices. If the price does not
change from the initial equilibrium price of,Pa shortage of tickets will result, given by the amouht Q
Q.- To alleviate the shortage, the club will have to ration tickets in some way other than raisingdbeir p
perhaps by a lottery or simply bearing with longer i for tickets. The next season, the club can raise
its ticket prices to alleviate the shortage. As the average ticket price rises, some consumers will decide not
to purchase tickets (those atpthe demand curve between prigeaRd price B). At the new equilibrium
price R, all those consumers willing to buy tickets at the higher equilibrium price can do so with no
shortage.
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Price ($) S
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0 Q, Qi Q° Tickets (Q)
Figure 2.10
With slow price adjustreet , t he shift of the demand curve f

creates an initial shortage of tickets equal toi @3,. Lineups send a
signal to the producer to raise the price, and, as the price rises, quantity
demanded falls and quantity supplied increases untg @ached.

2.6 The Altor-Nothing Demand Curve

A smart team owner might be able to think of a w
of tickets since this is additional revenue for the owner. Suppose that instead of selling tickets on a per
gamewal kup basi s, al | tickets are sold as season tick
choice. We define the all or nothing demand curve as the season ticket package price that transfers all
consumer6s surplus t o inFigee 2Z1#. # les above thernormaldemand curge d r a wn

since the owner charges a higher price than the walkup price (per game).

The walkup ticket price isfhowever the team owner could package all tickets as season tickets
and charge the all or notlymprice R. Even atpricePc onsumer 6 s wi | | receive a s mal
upper shaded aréfathe quantity of tickets purchased falls from By selling @ season tickets, the owner
receives total revenue of@,, whi ch capt ur epus (arbaed). Tvo canditiors mdssbe s u
met for team owners to charge all or nothing prices. First, the team must be a local monopoly or else
competition from other teams will preclude all or nothing pricing. Second, season ticket purchasers must be
prevened from selling tickets. This sort of competition is equivalent to more teams in the area. It seems
unlikely that these two conditions are met in any sports league, however season ticket packages may be a
way of capturing at least a portion of the consimer sur pl us. I ndeed, usually a
stadium seats is deemed season ticket seats and will not be sold on a per game basis. This might also be

valuable to the team owner in reducing the degree of uncertainty in ticket revenues.
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Price ($)

D(all)

0 Q. Tickets (Q)

Figure 2.11

The All-or-Nothing demand curve lies everywhere above the normal demand
curve since the team owner is able to extract a higher price from the consumer
by char gi rognoftohri nagnd fipaalclk a g e weof-nothisgason ti ckets.
priceRt ransfers all of the consumer6s surplus toc

Brief Review of Concepts

e When the demand curve shifts to the right, the quantity demanded is initially greater than
the quantity supplied, creating a shortage. The shortage sesignal to the producer to
raise output. To do so, the producer must incur higher costs and thus the price rises. The
rising price prevents some consumers from purchasing the product. At the new
equilibrium, the higher quantity demanded equals the higinentity supplied.

e When the supply curve shifts to the right, the quantity supplied is initially greater than the
quantity demanded, creating a surplus. This sends a signal to the producer to reduce
output. Using fewer factors of production allows theducer to lower the price,
encouraging more consumers to buy. At the new equilibrium, the product price will be
lower and the quantity demanded will be greater.

e The allor-nothing demand curve represents the maximum amount consumers will pay
for an altor-nothing quantity of the product (seasons tickets). Due to high market power,
the producer can extract all/l of the consumer d
normal equilibrium price. Buyers must be prevented from reselling the product to others.

2.7 Factor Pricing

Player salaries account for the majority of the costs of running a professional sports team. Why do
some players earn far more than others? Are the rapi
performance? Before awering these questions, we must develop the basic model of factor pricing. Factors
are inputs used to produce outputs. In economics we usually group factors into capital and labor. Capital is
composed of goods that are used to produce other goods, Imat diral consumption goods themselves.
Machines, buildings, education and training are all forms of capital. Professional sports teams do not use a

lot of capital if we measure the output of the team as sales of tickets. In theushove can safelyssume
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that the capital stock is fixed for the team owner. The fixed capital the team uses is the arena or stadium,
team buses and planes, and office equipment. These capital items do not change with the level of output of

the team (tickets), except in tlengrun if a new arena, or some other capital equipment is required.

Team owners hire players who bring a stock of their own talent to the team. Each player has a
different stock of talent. With a fixed number of players per team (roster size) estdhbighhe league
rules (25 players in baseball), the only way a team
players that are more talented. It is total team talent that will, at least partly, determine the success of the
team and the relling revenue for the owner. We will assume that greater team success brings more

revenue to the owner.

We will assume that total team talent is subject to diminishing productivity. As an increasing
amount of a variable factor, like talent, is used witiixad factor, like capital, to produce output, output
increases at a diminishing rate. For a professional sports team, the fixed factors might include coaching,
practice facilities, equipment and transportation. We can measure the output of a teaet saléiskMany
other possible measures of output are possible such as points, assists, wins, saves, etc. However for the
team owner, revenues are generated from ticket sales and all of the individual and team statistics contribute
to ticket sales in a teaproduction function (where P is the average ticket price and Q is the number of
tickets sold).

revenue= PQ= Pf eamtalent_

As a team acquires more talent, output rises (more fans in the arena) but the effect of the
increasing stock of talent on fan attenda diminishes as more minutes are played. So ticket sales increase
as team talent (and success) increases, but at a diminishing rate. The top figure in Figure 2.12 demonstrates

this assumption.

Themarginal producbf talent is the change in total prodiiicket sales) when the stock of talent
increases by one fiunito. It can be found by taking t
product curve in the top portion of Figure 2.12. The slope of the tangent line decreases (becenesflatt
output increases, hence the marginal product of talent diminishes as total product rises. This result comes

from the assumption about the shape of the production curve.

The team owner considers the marginal product of talent to be the changa ieveaues when

one more unit of talent is added to the total talent stock of the team. Economics suggests that the wage rate
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Figure 2.12

The total product (TP) schedule is assumed to be upward sloping as more team
talert is acquired, however the function increases at a diminishing rate. The
marginal product (MP) of talent is the change in total product when the owner
purchases one more unit of talent The MP is the slope of the TP schedule at any
level of talent.

per urit of talent for each team will equal the marginal product of talent. Of course, the marginal product of
talent can differ among teams due to the size of the local market. Teams that operate in large cities with
high average incomes are much more likelpttoact fans willing to pay a high ticket price. The minimum
salary paid to a player is his or her stock of talent multiplied by the marginal product of talent, in absence
of a reserve clause. More talented players will be paid more, but the marginattpbthlent is the same

for each player in the calculation of salaries. This is demonstrated in Figure 2.13 for a player who is a
member of a team with a team stock of talent piifits. The marginal product of talent is $iythd the

pl ayer 6 $is @ lael cavm stocki oktalent units multiplied by $VP the salary paid to the player is

less this, the player can negotiate with other teams or ask the owner for a raise.
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The salary = marginal product x own talent rule is interpreted this way. &perps paid a salary
to the point where the team owner earns samplus valueon the last unit of talent hired. Surplus value is
a payment to the team owner over and above the pl aye
upto h,thei ncrement to the ownerdés revenue, given by the

pl ayerés salary. The owner earns a surplus for those

Salary negotiation is always about who receives the surplus value from talenfree agent
market, the player can attempt to extract the surplus value from the owner by asking for a high salary, on
the threat of signing with another team. Under the old reserve clause, players were typically paid less than
their marginal producso the owner extracted a large surplus value from the player. Skilled player agents
have created a very successful industry in extractir
may receive his or her salary according to the talent ruls, gl of the surplus value. The owner will not
pay a salary beyond this amount since no profit will be earned on talent.

The difference between the salary a player earns and the salary that the player could earn by
finding alternative employment in anethindustry is called theconomic rentThis is a result of the
unique skills that a player possesses that would have no use in any other industry. It is likely that most

professional athletes earn very large economic rents.

2.8 Rookie Salaries: An Appiation of Expected Value

All professional sports leagues establish minimum starting salaries feydast(rookie) players
that are far above the opportunity cost C of the rookie player. The opportunity cost is the salary that the
rookie player could ea if he or she did not make it to the league. Starting salaries must be high in order to
give an incentive for good players to take the risk of working through college or university, grinding
through the minor leagues, and entering the rookie draft. plagler has andogenougrobability p of
making it to the major leagues. Endogenous means that the player has an ability to affect his or her own

probability through demonstrating ability, lobbying efforts, etc.

Let s assume t hatdoashotmakeptltoa prefessiomal teem| tleey willearn no
income since the opportunity to earn C has been givéh Amplayer who isrisk-neutral will demand a
starting salary S up to the point where pS #)A = C. Thus if the player can earn $40,006teéad of
pl aying basketball in the NBA, and the playerés pro
minimum salary the player will demand is S = C/p = $40,000/0.1 = $400,000. If a plaigtaserse he
or she will demand a starting salarigtiner than $400,000 to compensate for the risk. If a playgsks
loving, they will accept a starting salary lower than $400,000 since he or she prefers the gamble to the
certain outcome of $40,000. Whether a player is-aigbrse, riskheutral or riskoving depends on the

pl ayerés preferences. Since the probability of makin
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the fact that many athletes still try might indicate they areldgikg. However economics usually asserts
that individualsare riskaverse.

MP
Surplus to talent
MP - ---
0 T, Talent units
Figure 2.13
The playerés salary is determined by his or

value of the playerds outputyéndthe area under
salary (MP*T) is the surplus vak, or quasrient, which the team owner
receives.

Brief Review of Concepts

e The definition of output is difficult for the major league sports organization. Players
produce measurable performance statistics and wins. Owners care only how wins
translate ito ticket sales. We will define the output as ticket sales.
e A playerds marginal product is the change in
plays an additional minute or game.
e The team owner will pay a player the marginal product of talent rhiatliy the
pl ayerds own stock of talent wunits.
e The difference between the total revenue gene
the surplus to talent. The surplus is a return to the team owner. Salary negotiations always
involve a battle betweethe player and the owner over the surplus.
e Players who are risverse will demand a starting salary greater than their opportunity
cost of employment in order to be compensated for taking the risk of reaching the majors.
Players who are risloving will play for less than their opportunity cost. Starting salaries
are typically much higher than salaries in other occupations due to the low probability of
making a major league team.

Test Your Understanding

13 It would be simple to allow the player to earn some salary different from C if they fail to make a
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1. Suppose that a major league baseball club dam talent units in order to improve the
performance of the team. Better performance translates into higher ticket sales. Also suppose that
the players the club hires can be broken down into talent units. The table below gives the number
of tickets that a sold per game for each level of talent units.

Talent units| Tickets sold| Talent units| Tickets sold
10 2,000 60 18,000
20 4,000 70 25,000
30 7,000 80 31,000
40 11,000 90 35,000
50 14,000 100 38,000

a) Define the law of diminishing returns as it appligere. Does this output schedule satisfy the law
of diminishing returns? Why?

b) Compute the marginal product of talent at each level of talent units starting from 20.

c) If the average ticket price is $15 and the club decides to hire 90 talent units (mayibeathetter
than average team), what should be the total payroll per game?

d) Compute an estimate of the surplus value received by the club owner when he hires 70 talent
units.

2. The current trend in major league baseball is to build smaller stadiumsftbet tlee way older
stadiums looked 60 years ago. This usually means a decrease in the number of seats in the
stadium. Assuming that clubs care about revenues and profits, and they know what the demand
curve they face looks like, why would they move tovgastinaller stadiums? Is there a condition
for this?

3. Suppose an NFL club has just finished construction of a new stadium that it financed itself. It is
deciding on how to price its season ticket package for a particular seating section of the stadium
that has drink service and other amenities. The team plays a total of nine home games.

a) Suppose the demand curve for tickets that the club faces in this seating section is given by P = 600
T 0.1Q where P is the average ticket price and Q is the number of Sckeser game. If the club
is averaging 5,000 spectators per game in this seating section, what will be the average price of a
single game ticket? If a seasons ticket package is simply composed of single game tickets which
can be purchased individuallyhwat is the price of the season ticket package?
b) The club i s consi der i ngormrothihg package asdehave lhreddysutot i c ket s
figure out what the price of the package (for all home games) should be. What is the maximum
amount of consumers surplus that you can extract from fans? What will be the maximuon- all
nothing season ticket price for this seating section? If the difference is to be made up with a PSL,
what is the price of the PSL?

Focus Box: The First Superstars in ProfessioBpbrts.

Major league baseball produced the first legitimate superstars in professional sports. Superstars
can be deemed as players who perform at a level far above their peers and are paid accordingly. Mike
AKingo Kelly was a e Chicagp White Soxlin 1886y whp Wwaa solel to thé Bostont h
Beaneaters for the unheard of sum of $10,000. He had just finished leading the White Sox to a World

professional team.
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Series victory. Kelly was probably the best player of his time and fans in Boston went wild sfter hi
acquisition. During the fAdead ball o era when hittin
League, Kelly had a lifetime .308 batting average (hits / at bats) and a .428 slugging percentage (total bases

/ at bats) with 69 home runs (the avergdayer might hit 5 home runs per season). His best season was

1886 when he had a .388 batting average with a .538 slugging percentage and 4 home runs.

Babe Ruth began his career with the Boston Red Sox in 1914, primarily as a pitcher. Indeed his
pitching statistics for Boston through 1919 are impressive: an earned run average (ERA) of 2.2 runs per
game. Ruth is most remembered for his hitting, which did not come to prominence until his sale to the New
York Yankees in 1920 for the unheard of sum of $100,His power statistics are phenomenal, even by
todaybés standards: a |ifetime .342 batting aver age,
about 10 home runs per season), 2,213 runs batted in (RBI) and a .690 slugging average. His tbest seaso
was arguably 1927 when he hit 60 home runs with a
totals would have been higher except that, at that time, if a ball was hit past the foul pole in fair territory,
but landed in foul territory, it was deecha foul ball.

The Bureau of Labor Statistics has computed that the price level across the United States has
increased roughly 10.2 times since 1920. A figure i
$100,000 would be worth $1.02 million ofgehasing power in 2006. This is not a huge sum in comparison
to more recent player sales. Wayne Gretzky, a player of similar impact to Ruth in his league, was sold from
the Edmonton Oilers to the Los Angeles Kings for $15 million in 1989. It could bththBoston Red Sox

drastically underestimated the value of Babe Ruth. Nevertheless his price would appear to be a bargain.

Comparisons of this sort can be deceiving since the average salary of a major league baseball
player is now much higher than it wias1920, certainly more than 10.2 times higher. The average salary in
1920 is not avail abl e, however AShoel essdo Joe Jacksc«
earned $6,000 (Quirk and Fort (1997)) before his expulsion from the league ofixgagneharges. Babe
Rut héds sale price was roughly 16.5 seasons of pay f«
best pl ayers at the time of Mike AKingdo Kelly was atl
The salaries earned liie best baseball players in 2006 averaged around $12 million per season. Babe
Rut hés sale fee in 2006 would then be a phenomenal $
fee would be $60 million ($12 million x 5). These figures give some atidic of the impact these two

players had on the game during their eras.
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Mi ke AKingo Kelly George Her man fiBabeodo R
Sourcehttp://www.baseballhalloffame.org/ Sourcehttp://www.baseballhalloffame.org/
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Chapter3

Basic Principles Il

This is the second of two chapters that reviews the basic economic principles needed to continue
further in the text. The focus in this chapter is the theorgoat firms behave in free markets. The key

concepts to learn in this chapter are listed below.

e The role of profit maximization for the firm. Where do firms set output to maximize profits? The
concepts of total product, total revenue, marginal revenue anglimal cost.

e The characteristics of perfect competition and how the firm behaves in a perfectly competitive
market.

e The characteristics of a monopoly and how the monopolist behaves. The deadweight loss to
society due to the monopolist.

e The economic thegrof cartels and why cartels are doomed to fail. This is especially relevant to
the behavior of professional sports leagues, which are cartels.

e The simple model of the professional sports club that will be utilized throughout the rest of the

text.
3.1 The Role of Profit Maximization

We will assume that club owners set ticket prices so as to maxeaoaremic profit Economic
profit is defined as total revenue less operating costs arapfwetunity cosbf the owner. The opportunity
costisthevaluedfhe next best alternative use of the owner 0s
as a shipping magnate instead of running a professional sports team, that income is his or her opportunity
cost and should be deducted from total revenue. As wé s#®lin the next section, competition drives
economic profit to zero in the long run, but it does allow the team owner to recoup his or her opportunity
cost. If economic profit is negative, the owner should sell or disband the team and leave the ifdastry.
is often not the case due to the presence of tax advantages (see the Veeck tax shelter in Chapter 4) or profits

from holding the franchise and selling at a later time.

If the average ticket price does not change as more tickets are solmtaheevenue(TR)

schedule will be as given in Figure 3.1. Total revenue is just the average ticket price multiplied by the
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number of tickets sold. Here we measure the number of tickets sold over an entire season. The schedule is
not defined past the full capachumber of tickets . Marginal revenugMR) is defined as the change in

total revenue for a given change in output, usually one ticket.

_ATR

MR "0 (3.1)

If the ticket price is constant, the marginal revenue from the sale of orestitket is simply the
ticket price. More generally, the marginal revenue can be measured by the slope of a line drawn tangent to

any point on the total revenue curve.

Thetotal cost(TC) schedule is also given in Figure 3.1. For most firms, we assug@homics
that the total cost schedule rises at an increasing rate as more tickets are sold. This is because as more
output is produced, factor prices rises due to their scamMiyginal cost(MC) is the change in total cost
for a given change in outpuagain usually one unit.

_ATC

MC=—=
AQ

(3.2)

The marginal cost can be measured by taking the slope of a stiaéghkirawn tangent to any
point on the total cost curve. Due to the increasing slope of the total cost curve in Figunarginal cost

will rise as more tickets are sold.

How many tickets should the team owner sell to maximize profits? Profit is the vertical distance
between the total revenue and total cost curves. At output Q* this vertical distance is maximized. Also
output Q*, the slopes of the tangent lines just touching the total revenue and total cost curves are identical,
implying that at Q*, MR = MC. The interpretation of this condition for profit maximization is
straightforward. For every ticket sold up to, QAR > MC and thus profit is rising. For the last ticket sold
at Q*, the contribution to profit is zero, and for every ticket sold beyond Q*, MR < MC so profit is

diminishing.
Firms will maximize profits at the level of output where MR = MC.
This is theguiding economic principle for profit maximization and applies to any firm in any type

of industry. Do team owners actuatlyaximizeprofits? Perhaps not since finding the right level of output

where MR = MC is complicated by the capacity of the stadiuarema. Some owners are more interested
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in winning at the expense of profit maximization. However we can assume that owners act as if they are

trying to maximize profits since any owner would prefer more profits to less.

TC

TR

Figure 3.1

Profits are maximized by selling Q* number of tickets where the difference
between total revenues and total costs are maximized. The slope of the total cost
curve at any point on it is the marginal cost (MC). The slope of the total revenue
curve,a constant, is the marginal revenue (MR). At Q* only we have MR = MC.

Brief Review of Concepts

e We assume team owners set prices to maximize economic profit. Economic profit is total
revenues less total operating costs and opportunity costs.

e The team ownemaximizes economic profit by selling tickets up to the point where the
marginal revenue (MR) just equals the marginal cost (MC) of running the club. Marginal
revenue is the change in total revenue when an additional ticket is sold. Marginal cost is
the dange in total cost when an additional ticket is sold.

3.2 The Perfect Competition Model

Perfectly competitive industries are characterized as having many firms each producing an
essentially identical product. Entry and exit of firms is unregulatechbutvithout some cost. The early
periods in most professional sports can be thought of as perfectly competitive. Before the development of
the National League in 1876, baseball was a fAbarnst
some amateuplayers and some paid players. There were hundreds of teams with no formal schedule or
championship. At the turn of the century, local promoters organized basketball games as part of the
entertainment for a dance or other activity. The promoter hiredrglaye there was no fixed schedule or

league.
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The market price for tickets is determined by the intersection of the market demand and supply
schedules for all teams. No team can set a price higher than the market price without the prospect of losing
all attendance since all teams produce an identical product. In the early period in baseball, ticket prices
were typically ten cents. While the market demand curve is downward sloping, the demand curve each
team faces is completely elastic (flat), as in FigRiz Since each team is a price taker, the only issue in

maximizing economic profit is how many tickets to sell.

Industry Team

Price ($) D S

Q, Tickets (Q)

Figure 3.2

Firms in perfectly competitive industries are price takers. Changes in ticket sales
for any oned¢am will not affect the market price for tickets. The market price for
tickets is determined by the intersection of the market demand and supply
curves.

If the ticket price is constant no matter how many tickets are sold, the total revenue curve is shown
as in Figure 3.1. The slope of the total revenue curve, the marginal revenue, is the constant ticket price (P =

MR). Average revenu@AR) is revenue divided by the number of tickets sold.
AR =— (3.3)

With a constant average kiet price, TR = RQ, so AR =P, as well as MR.
For the price taking firm, P = MR = AR with a completely elastic demand curve.

We have assumed that total costs rise as more tickets, and thus games, are sold. Costs may rise due

to higher salary costs, trgportation and otherariable costsVariable costs (VC) are costs that change as
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output changedixed costgFC) remain the same regardless of the level of output. The total cost curve in

Figure 3.2 is assumed to rise with output at an increasing rate.
Total costs = Total variable costs (VC) + total fixed costs (FC) (3.4)

Average cosis total cost divided by the number of tickets sold.

_TC_\VC+FC
Q Q

AC (3.4)

The total cost curve intersects the vertical axis above zero in Figureu@.to dhe presence of

fixed costs.

For the perfectly competitive team owner, profits are maximized at Q* in Figure 3.3 where MR =
MC. To determine the level of profit, we can note that average profit = TRIQ/Q* = AR AC = Pi
AC. The average cost ote is Ushaped and marginal cost cuts through the minimum of average cost from
below. The vertical distance between price and average cost at Q* is the average profit per ticket. Total
profit is (RAC)Q*, the shaded box in Figure 3.3. Entry of new teante the local market shifts the
industry supply curve to the right in Figure 3.2, reducing the equilibrium market price. The demand curve
for each team shifts down to the new price, reducing profits. In the long run, entry of new teams will

continue untilP = AC and economic profit is zero.

Price ($) MC

D=AR=MR

Q@ Quantity (Q)

Figure 3.3

The profit maximizing output for the sports club is Q* number of tickets sold at
the market price. This is where P = MR = MC. Profit is given by the shaded area
(P17 AC)Q*.
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Consider the table below that describes revenues and costs for a hypothetical barnstorming
basketball team at the turn of the century, the Crosstown Rivals. If the market price for a basketball ticket is
fifty cents, what will be the profit maximizing numb of tickets per game that the team needs to sell

(assume that the costs facing the team are the same for every game played)?

6) Q TR 3) MR 3) TC §) MC (3) AC (3)
0.50 0 0 - $20 - -

0.50 25 12.50 0.50 25 0.20 1.00
0.50 50 25.00 0.50 31 0.24 0.62
0.50 75 37.50 0.50 39 0.32 0.52
0.50 100 50.00 0.50 50 0.44 0.50
0.50 125 62.50 0.50 62 0.48 0.496
0.50 150 75.00 0.50 75 0.52 0.50
0.50 175 87.50 0.50 89 0.56 0.51
0.50 200 100.00 0.50 105 0.64 0.525

At zero ticket sales, marginal revenue, maafjcost and average cost are undefined. Total cost is
$20 which represents fixed costs. If 25 tickets are sold per game, total revenue is $0.50(25) = $12.50 and
marginal revenue is just $12.50/25 = $0.50. At any level of ticket sales, marginal revéraisdame as the
ticket price since the ticket price is always $0.50. Total cost for the Rivals is $25 and marginal cost is $5/25
= $0.20. Average cost is $25/25 = $1.00. If another 25 tickets are sold, total cost rises to $31.00 and
marginal cost is $6/25 $0.24. Average cost falls to $31/50 = $0.62. The profit maximizing number of

tickets sold per game is somewhere between 125 and 150 tickets where MR = MC (and MC is increasing).

The Rivalbés profit wildl be s o me wickets sold. ot onuch, dut $1 . 50,

back in those days, the team organizer was lucky not to lose his shirt.

In the long run all factor inputs are variable. Since Figure 3.3 is drawn for the short run where all
factors, except labor, are fixed, we need to dradifi@rent picture to represent the optimal long run
position of the owner. By increasing the amount of capital the owner uses, say by expanding the stadium to
seat more customers, the marginal cost (MC) and average cost (AC) curves shifts to theHigyinte 18.4,
the Il ong run AC curve is drawn as the fAenvelopeo
higher amount of capital. In the long run, the team owner can choose to operate at any level of output along
the long run AC curve, sinagach point on the long run AC curve is the minimum average cost of a given
short run AC curvé,

of
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AC (%)

SRAC1

Qr Quantity (Q)

Figure 3.4

Each average cost curve is drawn for a higher level of capital, thus ‘SRAC
the smallest amount of capital aBRAC* has the largest amount of capital. The
long run AC curve connects the minimum points of each short run AC curve.
The efficient level of capital and output occurs at output Q*.

The long run AC curve connects the minimum points of each short run AGveu

The |l ong run AC curve can be divided into three
the team ownerds business. T meeasthg wiormsato stalebdreo pi ng por
output rises more quickly than total costs, henceameeicosts fall. Firms that engage in assembly line
production typically exhibit increasing returns to scale. The founder of modern economics, Adam Smith,
referred to this property as the dAdivisifiotaskof | aboro
output can be increased far beyond the number of workers. By doubling the amount of labor input, output is
more than doubled. As we shall see in the last section of this chapter, professional sports organizations
typically operate with increasingeturns to scale, which allows them to prevent entry of new, rival
organizations.

The upward sloping portion of the long run AC curve is said to exd#diteasing returns to
scale where total costs rise faster than output. By doubling the amountarfifgdut, output increases by
less than double. This is usually due to the scale of the business. For instance, doubling the amount of labor
that works a fixed size plot of farmland will probably not increase the crop yield by double. At the
minimum of thelong run AC curve ionstant returns to scalédere total cost rises by the same factor as

total output so that AC is constant. In other words, doubling the amount labor input just doubles the amount

“Years ago, an economist named Jacob Viner asked one of his students to draw a long run AC curve that
connects the minimum pointd each short run AC curve with a smooth curve. Of course, this cannot be
done and is referred to as AVinerds erroro.
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of output. Handcrafted industries typically operatéhv@ionstant returns to scale since each piece of output
requires one unit of labor input.

As long as positive economic profits are being made, new firms will continue to enter a perfectly
competitive industry. This entry will drive down the market prittee (market supply curve shifts to the
right), and thus shift down the demand curve each firm faces, until the price is just equal to the minimum of
the long run AC curve. At this point zero economic profit is being made and each firm is operating at their
efficient scale or size. Since professional sports clubs typically do not operate at constant returns to scale
and can restrict the entry of new clubs, they will not reach their efficient scale but instead be at a level of
output below Q* in the long run.

Brief Review of Concepts

e A firm operating in a perfectly competitive industry faces a large number of competing
firms, each selling an identical product, who can enter and exit the industry easily.

e Each firm is a price taker: the product price is deteetiiby the interaction of demand
and supply at the industry level. Price and marginal revenue are the same since any
change in output does not affect the price. The demand curve for each firm is completely
flat (elastic) where P = MR = AR.

e Fixed costs do @t change with output while variable costs do change with output.
Marginal cost (MC) is the change in total cost when output increases by one ticket. The
average cost (AC) curve is-¢haped. The MC curve cuts through the AC curve from
below at the minimunAC.

e Profit is given by the difference between price and AC at the profit maximizing level of
output (where P = MR = MC) multiplied by the level of output.

e In the short run, labor is assumed to be variable but capital is fixed. In the long run, all
inputsare variable. The long run AC curve issblaped and touches the minimum of each
short run AC curve, for differing levels of capital. Increasing (decreasing) returns to scale
are characterized by declining (increasing) long run AC.

e In the long run, positivgrofits will encourage new firms to enter the industry, driving
down the ticket price to the minimum of long run AC. Firms earn zero economic profit in
the long run.

3.3 The Monopolist

The monopolist is the only firm in the industry. While no one spgedm is the only team in the
industry, teams can be local monopolists within their leagségned geographic area. The league must
restrict entry of new teams. The monopolist can choose an average ticket price that maximizes profit,
unlike the pricetaking perfectly competitive firm. The demand curve for the monopolist is downward
sloping: in order to sell more tickets, the average pricalfdickets must be dropped. Total revenue rises
with ticket sales, but at a diminishing rate, unlike Figure 3.ardwhal revenue (MR) will be positive but
diminishing and less than the average ticket price. In Figure 3.5, the monopolist will maximize profits at an
average ticket price of;Pand the quantity of tickets,QTotal profit is given by the shaded area.
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Consider the ticket price and ticket sales numbers given in the table below for the Big City
Bulldogs, a hypothetical major league football team operating within a league. The Bulldogs are the only
team in the state and thus can be considered a local mmtadohajor league football. How many tickets
per game will the Bulldogs owner wish to sell to maximize profits? At an average ticket price of $50.00,
the monopolist can sell 60,000 tickets per game. At this point marginal revenue and marginal cogt are ve
close, so the maximum profit achieved is $3,000,082,500,000 = $500,000 per game. Note that MR
becomes negative sometime after 60,000 tickets, which means the stadium is at full capacity.

P $ Q TR 3) MR (3) TC ($) MC (3) AC (3)
$200 0 0 - $500000 - -
175 1000 175,000 175 600,000 100 600
150 3000 450,000 112.50 700,000 50 233
125 6000 750,000 100 800,000 33 133
100 12,000 1,200,000 75 950,000 25 79
75 25,000 1,875,000 51.90 1,300,000 26.90 52
50 60,000 3,000,000 32 2,500,000 34.30 41.70
25 70,000 1,500,000 -15 4,000,000 150 57

The monopolist will charge a higher ticket price and sell fewer tickets than the perfectly
competitive team owner. A prigeking team owner sells tickets up to the point where price = marginal
cost, where tickesales are Qand average ticket price is.Prhe pricing behavior of the monopolist may
result in empty seats if {Js at less than full capacity of the arena. Nevertheless, it is profit maximizing for

the monopolist to have empty séats

Monopolists hae the ability to practice price discrimination. Price discrimination is charging
different prices to different consumers for the same good. Technically this is illegal in Canada and the
United States, however it is very difficult to prove that a monop@ipracticing price discrimination in a
court of law. Team owners can charge different prices for different seats in the stadium, which is a form of
price discrimination. The owner will argue that more expensive seats have better sight lines and give the
fan a better Afeelod for the action of the game. Thi
between seats at most major league arenas. Since team owners typically rent the stadium or arena, the rent
is a fixed cost. Hence the marginal cosproviding a seat closer to the action is no more than the marginal

cost of providing a |less desirable seat. I n theory,

!5 The Carolina Hurricanes of the NHL averaged less than 7,000 fans per game for 98 88%on. In
this case, the Hurricanes may héezn minimizing losses rather than maximizing profits, yet the optimal
price and ticket sales are the same.
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under the ticket demand curve by charging a different price for everynstta arena. Fans would then

reveal the maximum price they are willing to pay
put into practice, yet some arenas have a vast array of seating sections, all with differéfit prices
Price ($)
Pm
PC
AC
Q. Q. Tickets
Figure 3.5
The monopol i st has the ability to deter mi
firm in the industry. It maximizes profits where MR = MC af, Qumber of
tickets sold. Profit is given by the area,(P AC)Q,. Because the MRurve
slopes downward, the monopolist will sell fewer tickets than the perfectly
competitive team.
Price discrimination is an effective way to

prevented. With resale, some fans will purchase tickdtsairprice sections and sell the tickets to fans that

are willing to pay more for the same section. This is hard to prevent at sporting events, but teams make

some ef fort using different strategies. sOalkpishga@ategy

around stadi ums. A second strategy is to offer
amount of time available for resaie

3.4 The Theory of Cartels

Teams form acartel when they form an agreement to act together when ndggtiatoadcast
rights, player contracts, endorsement agreements,

agreement, although the team owners seldom are. In professional sports, the formation of a league with

common rules, scheduling, bdast rights, etc. is more formal. Owners are not allowed to move

' The Los Angeles Lakers of the NBA play in the Staples Center which has seven ticket levels ranging

from $23 to $175.

for
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franchises, make endorsement arrangements or arrange their own broadcast rights without permission of
the other league owners. As we shall see, this sort ofegplfation is necessary tnsure the cartel does
not fall apart®.

Assume that there are N competitive teams in an industry in short and long run equilibrium. Each
team faces the same demand and cost curves shown in the left of Figure 3.6. Teams will sell tickets up to
where price =marginal cost, resulting in Qickets sold per team. The ticket price for every team.igte
figure on the right displays the industry demand and supply curves, which are the horizontal summations of
the demand and marginal cost curves for each teatastry output is @ which is NQ. A cartel is now
formed, and each firm is assigned a quota of (1/N) times total industry output, which isynese@e
marginal revenue = marginal cost. Essentially a cartel is analogous to a monopoly for the intlestry. T
price rises to f? and output for each team,,&x Qu/N, and the league is reduced. Cartel behavior by
professional sports leagues is particularly evident with the negotiation of leédgidroadcasting rights.

The league is able to extract a higher Hioast price per game than would be the case if each team
competed for broadcast rights.

Cartels are inevitably doomed to fail (OPEC for example) since there exists an incentive for teams
to leave the cartel, raise their own output, and reap higher piafisgure 3.6, if one team owner decides
to leave the cartel (which amounts to leaving the league, perhaps to form a rival league), team output can be
increased to RQwhere the cartel enforced price intersects marginal cost. The rebel team ownendfits be
from the cartel price enforced by the remaining cartel members, but is allowed to choose his own output.
Since each team owner knows this, there is an incentive for all team owners to leave the cartel if they

believe no other team owner will followWhe cartel then falls apart at the start.

Brief Review of Concepts

e The monopolist is the only firm in the industry and thus can charge any price along the
demand curve. Major league clubs are assumed to act as local monopolists within their
allotted gegraphical area.

e Since price changes with ticket sales, MR is less than the average ticket price. The
monopolist maximizes profits where MR = MC.

e Ticket sales for the monopolist will typically be lower than ticket sales for the perfectly
competitive firm.Ticket prices will be higher for the monopolist.

e Price discrimination involves charging a different price to different consumers for the
same product. Team owners often practice price discrimination by charging a wide
variety of prices for its tickets. RBe discrimination is illegal, however team owners

Y Tickets for bleacherseat i n basebal l are typically only sold
18 The Oakland Raiders move to Los Angeles in 1982 and the San Diego Clippers move to Los Angeles in
1984 were done without league permission. The owners were sued by the leagues (NFL and NBA). The
Raiders won a decision, but the Clippers lost and were forced to make a steep settlement payment to the
league. Recently the Dallas Cowboys (Nike) and the New York Yankees (Adidas) entered into
endorsement contracts without league permission. These cast#l @ending.

~y
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justify the different ticket prices by pointing out different viewing angles, food and
beverage service and other amenities.

e Several local monopolists can agree to form a cartel. A common industry price is
established that maximizes the joint profits of the cartel members. Professional sports
leagues are good examples of cartels. Cartels are doomed to fail since there is always an
incentive for a single cartel member to leave the cartel and reap highies.prof

Team League

MC

|
o N\ I\ 4]

i

Qm Q¢ Q

Figure 3.6

If all clubs act competitively, the market price will bg \Where demand and
supply intersect in the market diagram on the right. If the clubs form a cartel and
restrict output, a higher ticket price chea extracted from the consumer. This is

so because all the clubs essentially form one firm, a league with rules governing
what each club can and cannot do. The market then sets the ticket price where
MR = MC = S in the diagram on the right. The cartel @nehich maximizes
league profits is R

3.5 A Model of the Professional Sports Club

We can now construct a general shrart model of the professional sports club that incorporates
some of the unique economic aspects of the industry. Each club belsawedoaal monopoly and
participates in a league cartel. The cartel does not act to enforce an identical average ticket price for every
club since clubs face different local demand and cost conditions. However the league cartel does provide
identical broada st i ng and endor sement revenues to each team
league cartel is enforced through restricted entry and exit provisions, which must receive unanimous
approval of all team owners. The cartel also restricts the entgweplayers through a drafting system and

restricts the movement of players and salaries through a general agreement with the players.



56

The bulk of a clubés total costs are assumed to &
the club does nodbwn the stadium, or principle and interest charges if the club does own the stadium.
Player contracts are also a fixed cost, as well as administrative salaries. Transportation costs are fixed in
advance once all the clubs agree upon the league schedrtikbl¥ costs are assumed to be small and not
important to total costs. Total costs assumed to be constant regardless of how many tickets are sold over the
season. Of course, fixed costs can become variable costs, and thus avoided, if the leagueldpdsrreot p
season. Discounting this possibility, the marginal cost of each ticket is zero until the point of full stadium
capacity is reached. At that level of ticket sales, marginal cost becomes infinite unless the stadium is

expanded or a new stadium tnestructed.

Figure 3.7 illustrates the club model. Marginal cost is zero, but is vertical at full stadium capacity.
Since total cost is constant with the existing facility, proféximization is equivalent to revenue
maximization. The optimal quantity titkets sold is Q* where MR = MC = 0. The optimal average ticket
price is P*, given by the demand curve. Some interesting results from this model are worth mentioning.
First, if a new stadium is built with public funds (zero cost to the team owner)yéhage ticket price will
not change. If the new stadium has a large capacity than the old one, the marginal cost curve shifts to the
right and become vertical at the full capacity of the new stadium. The idea of providing a new stadium to
the team owner,roeven subsidizing the team owner with public funds to build a stadium, does not affect
the marginal cost of providing an extra ticket (zero). The optimal number of tickets, Q*, is unchanged,
unless the demand curve and MR curve shift to the right dugghermhdemand for tickets. With higher
demand, the optimal number of tickets to sell rises, but total cost is unchanged so the ticket price is left

unchanged. The notion of subsidizing a team owner with public funds to lower ticket prices is incorrect.

A second interesting result concerns when to expand a stadium, or build a new, larger stadium.
Suppose the stadium is being filled to capacity so thati€kets are being sold per game. If the marginal
revenue curve intersects the horizontal axis, zero im&rgost, at @, profits are maximized for the owner
and the stadium need not be expanded. If the marginal revenue curve intersects the horizontal axis to the
right of Q-, profits are not being maximized and the team owner may lobby to expand thenstadiu
Expansion should take place if at full stadium capacity, marginal revenue is greater than zero. A simpler
rule for the owner is that, at full capacity, if the demand for tickets is elagtie 1), the stadium should be
expanded. This is demonstratedFigure 3.8. With MR > 0 at &, total revenue will rise along the total
revenue curve TRWhen a reduction in the average ticket price to sell more tickets raises total revenue, the
demand curve is elastic. At the prafitaximizing number of tickets Q* Qrc, the demand curve will be

unit-elastic (h| = 1).
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P*

Q*
Figure 3.7
If most of the costs facing a professional sports club are fixed costs (salaries,
transportation, stadium rental, etc.), the AFC curve will diminish as more tickets
are sold (AFC = FC/Q) and the MC carwill be zero up to stadium capacity

(total cost does not change as more tickets are sold). The-meodimizing
output is Q* tickets, which is also the revermaximizing output.

A third point concerns the possible entry of new teams from a rivalideamo the local area.

Since variable costs are assumed very small, the average cost and average fixed cost curves are identical.

Average costs exhibitcreasing returns to scaleneaning that an increase in output lowers average cost.
Existing teams catake advantage of this by lowering the average ticket price and selling more tickets if
new teams are considering entry into the local market. Profits will not be maximized but will not fall off
dramatically. Of course if the existing club is operatindudit stadium capacity, this sort gfredatory

pricing behavior is not possible. It may be in the interest of team owners, and the league, to maintain some
amount of empty seats to preclude entry of new leagues. This translates to higher averagectsker pri

the existing league.
3.6 Price Elasticity of Demand Again

In the last chapter, we noted that estimates of the price elasticity of demand for professional sports
teams suggest that they operate in the inelastic portion of the demand curvesehd@hifais rather odd
since profitmaximizing teams will set their ticket prices so as to operate in the elastic portion of their
demand curve, while a reveno®ximizing team will set their ticket prices where demand is-elagtic

(see Figure 3.8). Kramann and Berri (200%)summarize eleven different research studies that estimated

¥YKraut mann, A. and D. Berri, fCan We Find It at
Pr of es s i oJowral ofSpoots Ecamamjc8(2), 2007, 18391.
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price elasticities over different periods of time, most for major league baseball. The estimated price
elasticities range fromn0.06 toi 0.93 and tend to decrease in vabwer time.

What factors could account for these rather small price elasticity estimates? Krautmann and Berri
(2007) make the following suggestions.

1. Team owners may not be as concerned over maximizing profit as they are concerned
about maximizing their ow satisfaction from winning (referred to as utility in
economics). Thissoal | ed fisportsmend hypothesis is diff
also very difficult to test.
2. Team owners might choose to keep ticket prices low in order to gain special teatme
from local governments, such as large subsidies for new stadiums or special tax
concessions, whose economic value outweighs the lost ticket revenue.
3. Attending professional sporting events may become habitual for some fans. Temporarily
setting ticket piees temporarily low might lose profit for the team owner in the short
but if fans become fAaddi crureas these fams gyhmorer ai se p
expensive seats and become less sensitive to price increases.
4. Measurement problems might réésm unreliable price elasticity estimates. For instance,
every stadium contains a wide spectrum of ticket prices depending on how close the seat
is to the playing surface. Ideally, every seating category possesses its own price elasticity
of demand, budlata for attendance by seating category is generally not available. Instead,
an average ticket price is used across all seating categories. If the inexpensive seats are
largely empty, as is often the case in major league baseball, using an averageitieket p
can seriously understate the true ticket price.

A very plausible explanation for the inelastic price elasticity estimates that persist in the
economics literature is that team owners sell fans a package of goods who attend a game, not just a ticket.
Fans also purchase concessions, such as food, drink and apparel. They might also purchase programs and
parking. It might then appear that tickets are underpriced because tickets are not the only output that is
being purchased. Figure 3.9 demonstrates ths.the line MR be the marginal revenue from selling
tickets and MR’ be the marginal revenue from selling tickets and concessions. Where MC is vertical
determines the stadium capacity. The team owner will maximize revenue whéi& MR in the case
where the majority of costs are fixed costs. The optimal number of tickets to sell is greater than the optimal
number of tickets where MR= 0 when concession revenue is ignored. Sincé MR when MR* = 0,
price elasticity estimates that ignore concesséwenue will be in the inelastic portion of the team demand
curve (the demand curves have been omitted to keep the figure clear). The only drawback to this argument

is that not all professional sports teams receive the concession revenue from theiahwse\Whether
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they do or not depends on the lease arrangement with the stadium owner (usually the local government), if

the club does not own its own stadium.

Total Revenue

Price ($)

Qo Q* Tickets

Figure 3.8

The team owner maximizes profit where MR = MC at@ich is full capacity

of the stadium. To maximize revenue, the team owner should expand stadium
capacity to the point where MR = MC = 0, or where the price elasticity of
demand just equals one.
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Price ($
® MC
0
! Tickets (Q)
! M RT+C
MR’
Figure 3.9

The priceelasticity of demand can be estimated to be inelastic wheh #I1R when

MR = 0. Concession revenue is being mistakenly ignored.

Brief Summary of Concepts

e The majority of a professional sports clubo6s
composed of player salaries, transportation and equipment expenses, stadium rental and
administrative costs, which are invariable to ticket sales. The AC curve slopes downward.

e Marginal cost (MC) is zero up to the point of full stadium capacity since tottd eos
fixed. The club owner maximizes profit where MR = MC = 0. This is equivalent to
maximizing total revenue.

e Changes in stadium capacity, or even a new, larger stadium, do not affect average ticket
prices or ticket sales, if demand is unchanged.

e Stadum capacity should be increased if the price elasticity of demand for tickets is elastic
at the average ticket price and sales.

e Predatory pricing involves temporarily lowering the average ticket price below the
average cost of a new rival in order to praventry of the new club. Local monopolists
can practice predatory pricing due to the downward sloping AC curve (increasing returns
to scale).
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e Price elasticity estimates are typically inelastic for professional sports teams when only
ticket revenue is used

Test Your Knowledge

4. This questionreferstotiReport of the I ndependent Members of
Panel on Baseball Economifisund on my web page.

a) Describe the proposed competitive balance tax in the report. What problems déees altismpt
to address?

b) Using the model of the professional sports club in Chapter 3, explain what would happen to the
ticket prices, number of tickets sold and profits of the rich clubs paying the tax. Explain with a
diagram.

¢) Do the same as in part b fibre poor clubs.

5. Consider an NHL club that faces a demand curve summarized in the table below. The capacity of
the arena is 21,000.

Average ticket price Quantity of tickets solq Average ticket pricg Quantity of tickets sold
$15 21,000 $40 17,000
$20 20,800 $45 16,000
$25 19,800 $50 15,000
$30 19,000 $55 13,500
$35 18,000 $60 11,000

a) Compute the total revenue (TR) and marginal revenue (MR) at each ticket price starting from $20.

b) Total salary costs are established at the start of the season aritletaledue of $500,000 per
game. Compute the average cost at each quantity of tickets sold per game.

¢) What is the profimaximizing quantity of tickets to sell per game? Compute the total profit per
game.

d) Suppose ticket prices and the demand curve remainanged for the next season, but payroll
costs rise to $750,000 per game. What is the pnaditimizing quantity of tickets to sell per
game? Compute the total profit per game. How does this result differ from the case of a
monopolist facing mainly variableosts?

Focus box: Do Higher Payrolls Lead to Higher Ticket Prices?

The simple model of the professional sports club developed in the last section suggests that higher
payrolls do not result in higher ticket prices. Higher payrolls shift the AC cyoward holding everything
else constant. The profit maximizing ticket output for the team owner is left unchanged: MR = MC = 0 at
the same ticket output. Higher payrolls are simply absorbed by team owners in the form of lower profits.
Figure 3.10 plots theeam payroll and average ticket price for each of the 26 NHL clubs operating in the
199899 season (Nashville is excluded). The payroll figures are for the end of the regular season, while the

ticket prices are set at the beginning of the season, hencefgarison is not without some degree of
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error. Nevertheless, the figure does not reveal any clear gattemggesting that the simple model of the
professional sports club may be correct. Of course, many other variables that determine the average ticket
price are not accounted for in this simple analysis.
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Figure 3.10

Average ticket prices and total payrolls for NHL teams (1998season).
Source: Team Marketing (ticket prices) and ESPN.com (payrolls).

% The correlation coefficient, which measures the degree ofrlinssociation between two random
variables, is only 0.175, indicating an extremely weak positive association.
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Chapter4
Profitability and Franchise Values

This chapter discusses the business of running a major league sports organization. The nuts and
bolts of annual operations are detailed to give the student an idea of the complexity of being a major league
owner. Also discussed is the long run return toa¥veer from selling the franchise and how this return is

determined. The important points in this chapter are listed below.

e Sources of revenues, typical expenses and annual profits or losses.
e Types of taxes faced by owners and their effects on runnirgrgaeization.
e Anhistorical overview of franchise values.

e Theories of how franchise values are determined.
4.1 Sources of Revenue

Despite rapidly increasing costs during the last two decades, professional sports remains profitable
for most clubs due to venues that have increased even faster. This increase in revenues has been driven by
higher demand for tickets to major league sporting events, higher ticket prices (partly justified by the
incredible expansion in new stadiums and arenas over the ladeylecal more lucrative national and local
broadcast agreements. Financial statistics for professional sports teams are very difficult to obtain. Almost
all clubs are privately owned and are not required to publish financial statements. A few publicly owned
clubs do exist: the Boston Celtics of the NBA and th
Indians have minority public ownership. Figure 4.1 provides a summary of the revenue picture for major
league baseball from 1990 to 2004 (the gamisykars where data is not available). The top and bottom
lines show the revenues earned by the highest and lowest revenue clubs respectively, while the middle line

shows the average revenue for all clubs.

Several important trends are revealed in Figute Birst, average revenues increased throughout
the 19962004 period, with the exception of 1994, a strike year. The last month of the regular season, as
well as all playoff games, were cancelled due to a labor dispute. Average revenues increaseaimn an an
average rate of 11.6% over the entire period. It is quite likely that this figure is representative of revenue
growth in the three other major leagues. A second striking feature revealed in Figure 4.1 is the widening
gap between revenues of the ridreasd poorest clubs. The gap was approximately $60 million for the 1990
season, but increased to approximately $144 million for the 2004 season. This provides some evidence of

the increasing disparity in revenues in major league baseball. A luxury taleorichest teams was
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introduced during the 1997 season to address this disparity. Revenues are taxed for a few of the highest
revenue clubs and redistributed towards the remaining teams. This competitive balance tax is still in place
today, but it is not aery effective way to reduce the disparity in revenues. The most successful revenue
generating club during the period was the New York Yankees with $264 million in revenues for the 2004
season and average revenues of $154.2 million. The least succkgsfuas the Montreal Expos (now the
Washington Nationals) with revenues of only $80 million for the 2004 season and average revenues of just
$68.4 million (excluding the expansion Florida Marlins, Colorado Rockies and Tampa Bay Devil Rays).
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Figure 4.1

Total Revenues for Major League Baseball Clubs, 283. Source: Rod Fort.

The biggest expense facing a major league club is salaries for its players, which usually take up
over half of its total expenses. Figure 4.2 provides estimates of team gdgrothajor league baseball
clubs during the 1990004 period. Average team payrolls grew by an annual rate of 12.3%, outstripping
revenue growth. A key feature is the rapid growth in payrolls for the richest clubs, 14.2% annually, versus
the 5.2% annualrgwth in payrolls for the poorest clubs. The widening disparity in payrolls is far larger
than the disparity in revenues. The relatively flat period of payroll growth during1®®@was partly due
to the expiration of a lucrative television contract wWiBS, replaced by a far less profitable television
contract with the FOX network. The biggest spender on salaries was the New York Yankees with a payroll

of $197 million for the 2004 season and an average payroll of $99.6 million. The lowest payrolaslub w
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the Tampa Bay Devil Rays with a payroll of $27.2 million for the 2004 season. The lowest average payroll

of just $25.7 million was owned by the Montreal Expos.
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Figure 4.2
Total payrolls for major league baseball clubs, $9004.Source: Rod Fort

Profit is determined by subtracting salaries and other expenses from revenues. The profit picture in
Figure 4.3 is far rosy than the revenue picture in Figure 4.1 for major league baseball. Profits barely
changed at all on the average, but clearly seffeduring the strike season of 1994. Profits have yet to
recover to their prd994 levels. Profits for the richest clubs increased by 26.2% annualliebriny a
drastic 26.7% annually for the poorest clubs. The widening disparity in revenues and payaidis
reflected in profits. The single highest loss was the New York Yankees, who recorded a loss of $37.1
million in 2004, but was the most profitable club over the entire period. The highest recorded profit was

also the New York Yankees, who recordegdrofit of $39 million in 1997.

The nuts and bolts of the revenues and expenses facing a major league club can be explored with
the use of income statements for baseball ds Seattl e
chosen due to the availlity of their income statements for the 1998 season. The Mariners made their

income statements available from their web site for a few years, while the Indians made public their income
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statement in order to facilitate a public share offering. The incéaensents show the contrast between a

profitable and an unprofitable club.
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Figure 4.3
Total profits for major league baseball clubs, 1:2804.Source: Rod Fort.
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Table 4.1

Il ncome statement f o r | Seattle Mariners | Cleveland Inthns

Operating revenues:

Ticket sales $40,068 $49,200

Concessions and parking $4,968 $4,100

Stadium advertising and suite rentals $4,704 $17,500
$49,740 $70,800

Other revenues:

Major League Central Fund $10,682 $15,500
Major League BaseldProperties $1,668 $3,000
Local broadcasting royalties $15,263 $17,000
Marketing and merchandising $2,917 $18,000
Expansion fees $9,286 $9,286
$39,816 $62,786
Total revenues $89,556 $133,586

Source:http//www.mariners.or@ndIndians file profits of $22.6 million last yeamww.espn.com.

It is useful to study some of the revenue accounts for the two clubs in Table 4.1. The largest
source of revenues is ticket sales, comprising 44.7% of total revenube fiolariners and 36.8% of total
revenues for the Indians. The Indians rely more heavily on rentals of luxury suites than do the Mariners
since the Kingdome in Seattle is an older facility with only a handful of suites. This most certainly changed
since he Mariners moved into the newly constructed Safeco Field in July of 1999. Total revenues from

stadium operations are roughly the same for both the Mariners and Indians at 55.5% and 53% respectively.

While local broadcasting royalties are roughly complardor both clubs, the Indians drew more
heavily from the Major League Central Fund to finance their operations. All national broadcasting royalties
are accumulated in the Central Fund and each club is allowed to draw a maximum amount each year ($36
milli on for the 1998 season) equal to their share in the Fund. Funds that are not drawn earn a rate of return
until used by the club. Each club received an equal expansion fee for the entry of the Arizona
Diamondbacks and the Tampa Bay Devil Rays in the 1988ose Major League Baseball Properties is a
division of the central office that collects licensing fees for team logos to be used in apparel and other
products. The biggest difference in revenues for the Mariners and the Indians is clearly marketing and
merchandising, ticket sales and suite rentals. These three accounts are directly related to the success of the

team on the field and local popularity.
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4.2 Costs and Profits

As already noted earlier in this chapter, the single largest expense for a ragjee &ub is
salaries for its players. The Seattle Mariners and Cleveland Indians are no exception to this rule. Salaries
comprised 57% and 53% of total expenses for the Mariners and Indians respectively. The salary scales are
comparable given the differea in the size of operations for the two clubs. Signing bonuses are not treated
as salaries as these expenses represent an’i mmedi at e
The Indians did face higher costs than the Mariners in 1998, ladgelyto differences in team payroll,
stadium rent al fees (Kingdome vs. Jacobds Field), m
(executive salaries), and major league baseball revenue sharing pa§riémtdndians pay their players
more, playin a new stadium, and promote more heavily, than do the Mariners. They are also more

successful on the profit side.

Table 4.2

I ncome statement f or | SeattleMariners| Cleveland Indians
Operating expenses:
Team salaries $52,392 $66,100
Travel and equipment $6,281 N/a
Minor league operations $7,606 $11,100
Stadium rental $3,888 $11,000
Marketing and ticket operations $5,990 $13,000
Administration $7,430 $11,300
MLB revenue sharing $3,417 $7,200
Signing bonuses $3,572 $5,000
$91,806 $124,700
Net profit ($2,070) $18,886

Source:http://www.mariners.or@nd Indians file profits of $22.6 million last yeawww.espn.com.

Brief Review of Concepts

e The chief sources of revenue for madieague baseball clubs are ticket sales, suite rentals,
broadcasting royalties (both local and national) and local merchandising. Differences in
revenues among clubs can be largely attributed by differences in ticket sales, suite rentals

2L Under previous tax laws, club owners could depreciate player salaries but not signing bonuses. See the
Focus Box later in the chapter.

22 Major league baseball and the NFL both have revenue sharing systems. Abdhirdre local
revenues are contributed into a central fund and then redistributed evenly between all teams.
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and local merchadising. It is quite likely that these characteristics are shared by the three
other major sports leagues.

e The single largest expense for major league baseball clubs is player salaries, which
account for just over half of total expenses. Operating expsnsbsas ticket operations
and stadium rental make up the remainder. Clubs do not differ as much on revenues as
they do on expenses.

Focus Box: The Road to Higher Profits

The income statements for the Seattle Mariners and the Cleveland Indians sugigbsgher
payrolls result in greater team success on the field, and bigger profits. To do this, revenue growth from
team success would have to be higher than the growth in payroll. In the simple model of the professional
sports team, the demand curve wbbhve to shift out further than the vertical shift in the AFC curve. Is
this in fact the case? Some casual evidence can be found in the revenue, payroll and profit histories already
discussed in Figures 4.1, 4.2 and 4.3. The first figure below plotdtarstiagram of the average wioss
percentage and total payroll for each baseball club for-8990’he association is positive: a higher total
payroll tends to be associated with a higher averageloss percentage. The correlation coefficient
betweentotal payroll and team success is 0.562, indicating a reasonable linear associasiche old

saying goes, Ayou get what you pay foro.

Figure 4.5 below plots a scatter diagram of the averagdoampercentage versus total profits for
199097. The assciation between profits and winning is not strong. The correlation coefficient is positive,
but weak at 0.326. The performance of the Cincinnati Reds is unusual in that the Reds had the lowest total
profits for the period, yet had a respectable 0.511 mwnpercentage. If the scatter point for the Reds is
excluded from the figure, the correlation coefficient rises to 0.489. Another unusual point is the Atlanta
Braves who held the highest winning percentage during the period of 0.591, yet earned orggrabfhéa

million in total profits.

The evidence suggests that, on the average, higher payrolls lead to team success on the field, and
that team success results in higher profits. Owners who argue that payrolls must be cut to raise profitability
(the Florida Marlins of 1998, after winning the World Series in 1997) may be misguided.

2 The correlation coefficient is a descriptive statistic indicating hosectbe scatter points form a straight
line. It is bounded by1 and 1, with zero indicating no linear association.
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4.3 Taxation Issues

Team owner 6s face two different types of taxes,
successful professional sports franchise. These are taxes imposed by governments and taxes imposed by the
leagues themselves. Taxes amposed by governments to raise revenue to finance their expenditures. The
two principles of taxation used by governments is ability to pay and equality of taxation. Ability to pay
means that governments tax most heavily those with the greatest abh&y ttaxes. This results in a
progressive tax system where the tax rate on profits rises as more profits are made. Major league players
fall into the highest tax brackets since they have a great ability to pay taxes with their high incomes.
Equality of taation implies that all income earners be taxed at the same tax rate to share the burden of
taxation. This results in a flaax system, which is not a feature of US or Canadian federal taxation. The

issue of how to determine an optimal tax system willb®tlealt with here.

The tax treatment of profits from a major league franchise depends upon whether the franchise is
run as a separate corporation or as a personal business for the owner. In the latter case, the owner must pay
personal income tax on allrgfits after deductions. There are devious methods that owners can use to
reduce the amount of profit showing on their income statements (see the Focus Box after this section).
Profits can be rnvested in building a new facility, acquiring new playenspther expenses that reduce
taxable profits to zero. Personal income tax rates vary depending upon the income of the individual. A
distinction must be made here between marginal tax rates and average tax rateardiina tax rateis
the amount of taxas a percentage of income, paid on the last dollar of income earnegvéFage tax rate
is the amount of tax paid on all income as a percentage of all income. In a progressive tax system, the
marginal tax rate rises more quickly than the average taxAstrage federal personal income tax rates
are provided in Table 4.3 below for both the US and Canada.

Canadian average tax rates are higher than US average tax rates for roughly the same income
brackets, although the difference is not that great ahitjteest income bracket where most team owners
and players reside. US tax law allows for the deduction of the interest portion of mortgage payments for
principle dwellings from personal income, whereas Canadian tax law does not. This can be a distinct
advartage for players and owners who choose to live in the US where housing prices are typically higher.

For businesses, the interest portion of mortgage payments can be deducted in both Canada and the US.

A team owner can incorporate the franchise in omlgarner tax savings. A corporation is formed
when the owner issues shares equal to the net worth of the team. These shares can be sold to other
investors, but typically the team owner remains the largest shareholder. All shareholders are entitled to a

pottion of the future franchise profits (a dividend). Businesses are usually incorporated when large amounts
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of funds are needed to finance new projects (like a new arena). Corporations are entitled to deductions that

personal owners are not, and a signifibatower corporate tax rate. The average corporate tax rate, after

Table 4.3
Canada (C%) United States (US$)
$1,000- $15,000 $1,000- $10,000
2.8% 1.9%
$15,000- $30,000 $10,000- $20,000
11.5% 5.1%
$30,000- $45,000 $20,000- $30,000
17.1% 8.8%
$45,000- $70,000 $30,000- $50,000
21.9% 12.4%
$70,000- $150,000 $50,000- $100,000
26.8% 17.0%
$150,000+ $100,000 +
34.4% 29.3%
Source: fAThe Lure of Lower Taxeso, Bruce Little, Globe and

ressonable deductions from income, for the service sector in the US is 16.1% and 22.9% irf‘Canada

These compare favorably to the personal income tax rates for the highest income bracket in Table 4.3.

States and provinces levy income taxes as well, thowggte thre usually much lower than federal
taxes. Entertainment taxes are also levied at the state and provincial level. These taxes are computed as a
percentage of ticket revenue and can be quite steep. The Ottawa Senators of the NHL claim that the Ontario
entertainment tax costs the team just over $10 million per season. Property taxes are levied by civic
governments and are based on the assessed value of the property owned by the club owner. Canadian NHL
teams who own their own arenas (Toronto Maple Ledfsntreal Canadians, Ottawa Senators and the
Vancouver Canucks) pay significant property taxes. In fact, the property taxes paid by the Montreal

Canadians for the Molson Center for the 1:987season were higher than all US based teams combined.

Using thesimple model of the sports franchise developed in Chapter 3, it is easy to show that

government imposed taxes hawe effecton the pricing decisions made by team owners. This might sound

Ma |
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surprising, but a simple diagram is all that is needed. The bottotiop of Figure 4.6 displays the
typically demand, marginal revenue and cost curves for a team owner. Since all costs are fixed costs, the
MC curve is flat at zero dollars up to the point of full capacity of the arena. The average cost (AC) curve is
downward sloping since costs are fixed while output (tickets) increases. The team owner maximizes profits,
or revenues, where MR = MC = 0 at outputddd average ticket price,.Protal profits are computed as

the difference between,Rnd the average fixed dosvaluated at § over all previous tickets (the shaded

box). Since Qis less than where MC becomes vertical, the club is assumed to operate with some empty

seats in the arena, but this is still profit maximizing.

The upper portion of Figure 4.6 disptathe total revenue curve (JRor given levels of output
(tickets). It is humpshaped because total revenue is maximized,atv@ere MR = O (total revenue is
unchanged for small changes aroungl @nposing a government tax on the team owner reducéisspto
The total revenue curve shifts down to;TRhe largest vertical drop in revenues is gsiDce the highest
average tax rate will be charged when total revenues are the highest. Thus the total revenue curves shifts
down and becomes flatter, yetabtevenue is still the highest at.@his means taxes will be paid out of
profits after the maximum profit has been achieved. The AC curve in the bottom figure does not shift

upward since taxes change with tickets sold and are thus a variable cost.

In the long run, higher government taxes affect the profit position of the team owner. Suppose
the full capacity constraint is reached and the team owner wishes to expand the arena or build a new one.
The owner can choose between raising the needed firtaticiough ticket revenues or taking a loan.
Waiting for ticket revenues to rise sufficiently might take too long, and the presence of taxes makes taking
a loan more desirable since the tax on ticket sales is avoided and the interest charges on tee loan ar
deducted from taxable income. In this way, taxes introduce a distortion in the decision to finance capital
projects out of ongoing income or debt. If all team owners behave the same way, the demand for capital
will increase and the user cost of capitaynmise. The user cost of capital is usually stated as an interest
rate on the loan, but is a complicated function of the price of capital, depreciation, taxes and other factors.
Since a loan is a fixed cost, the AFC curve will shift upward and profitsoeiteduced further than just
the taxes.

“Source: Kenneth J. McKenzie and Jack M. Mintz, fATa
Shoven and John Whalley, ed€anadaU.S. Tax ComparisongChicago: University of Chicago Press,

1992).

®The treatment of the profit t-akotwéreaksi somaei madl i
literature.
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Figure 4.6

The monopolist team owner maximizes revenue and profit at Q* tickets sold at
price P* in the bottom picture. The profit schedule reaches a maximum at Q* in
the upper pictre. A progressive tax on profits shifts the profit schedule down by
the most at Q* since, at that position, the most tax will be paid. If the owner
anticipates selling Q* tickets, then paying the profit tax, at the start of the
season, the tax can be teghis a fixed cost over the season. This shifts the AFC
curve vertically in the lower picture to reduce profits.

Some taxes are imposed by the major league cartels on their own cartel members. A recent
example is a luxury tax used by major league bdkehaluxury taxis imposed on teams with large
payrolls, and then redistributed to small market teams with small payrolls. The idea is to promote equity
among all the cartel members. Major league baseball adopted a luxury tax in its 1996 collectingigargai
agreement (CBA). The current luxury tax was 35% of the excess team payroll over and above the mid
point of the fifth and sixth highest payrolls. Each total team payroll is computed using the annual average
salary of each player over his entire cortiraather than the amounts actually paid to each player. The

Baltimore Orioles paid a luxury tax of just over $3.1 million for the 1989%eason. Despite the highest
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payroll in MLB, the Orioles floundered on the field. The New York Yankees paid $4.4miti luxury
tax after the 19987 season, but then reduced their tax to only $684,390 after the9898¥ason. The

Boston Red Sox paid the second largest luxury tax after thed®8@ason at $2.1 million.

With every passing major league season, peyrsually increase for all teams. This raises the
mid-point between the fifth and sixth highest payrolls, the threshold where teams begin to pay the luxury
tax. With the threshold increasing every season, the luxury tax is a relatively ineffective heetiad
down spending on salaries. Of course, in the simple model of the professional sports franchise, a luxury tax
would raise the AFC curve (since salaries are a fixed cost) and reduce profits, but leave the optimal average
ticket price unchanged. Iradt, economics suggests that the players on those teams that pay a luxury tax

will absorb some of the tax in the form of lower salaries. This discussion is left until Chapter 8.

Baseball altered its luxury tax system in its 2002 CBA, renaming it the ¢iivppealance taX.
The new system established absolute thresholds for club payrolls of $120.5 million for the 2004 season,
$128 million for the 2005 season and $136.5 million for the 2006 season. Any team that exceeds the
payroll threshold must pay a tak 22.5% of the overage to the Industry Growth Fund, an organization that
operates independently from the central office to promote baseball. The tax rate can escalate to as high as
40% for repeat offenders.

The NBA adopted a luxury tax system in 1999aim effort to hold down player salaffésThe
team salary threshold is roughly equal to the average team salary of the league (approximately $54 million
in 2003). Curiously this is below the team salary cap threshold, so that roughly half of NBA clubs pay
luxury tax. Each season, 10% of player salaries are placed in an escrow account to insure that the tax can be
paid if owing by a club. Any amount in the escrow account not needed to pay the tax is refunded to the
players. The luxury tax collected by theague office is redistributed to clubs below the average payroll
using a complicated formula. In 2003, poorer clubs received payments of close to $20 million from the
fund. This may create an incentive foremeuercast cl ubs t

control seems to override detrimental effects from the luxury tax system.

Brief Review of Concepts

e Tax systems are based on two concepts. Ability to pay means that governments tax most
heavily those with the greatest ability to pay taxes @quality means that all parties are
taxed equally. Most tax systems are a blend of these two concepts.

®Baseball 6s CBA, al ong with others, aars bef found al o c ument s
http://roadsidephotos.com/baseball/.

An excellent di scussion of the NBAG6s most current

Luxury Tax and Ot her Coll ective Bargaining |Issueso,

North Carolina, 2003 (http://www.uncg.edu/eco/rosenbaum/luxurytaxl1.pdf).
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The marginal tax rate is the amount of tax, as a percentage of income, paid on the last
dollar of income earned. The average tax rate is the ambtax paid on all income as a
percentage of all income. In a progressive tax system, the marginal tax rate rises more
quickly than the average tax rate.

e Corporate taxes are generally less than personal income taxes in both the US and Canada.
Canadian taxeare generally higher than US taxes, but the difference is slight at the
highest income levels. The US tax system has more generous deductions from income
than Canada, making ownership of a US based sports club more profitable.

e In the short run, profit tas on sports clubs have no impact on the optimal average ticket
price or the optimal number of tickets sold. The tax is born by the owner in the form of
lower profits. In the long run, the tax makes debt financing more attractive, raising the
user cost o€apital. This may reduce profits further.

e Aluxury tax is imposed by the league on the clubs who spend have the highest payrolls.

In major league baseball, the luxury tax is computed as 35% of the excess payroll above

the midpoint between the fifth andxdh highest payrolls. Luxury taxes reduce profits for

those clubs that pay the tax.

Focus Box: Bill Veeck: Baseball showman and tax shelter genius.

Bi |l I Veeckodbs first venture into ownership of a b
purchaed the minor league Milwaukee Brewers of the American Association and turned the club from
worst to first in one year. Veeck was a shrewd ownert
well. He was a master promoter who would use any gimmick ta li@ins to the ballpark. In 1946, Veeck
headed an ownership group that bought the Cleveland Indians. Using fireworks shows, bat days and other
promotions, Veeck turned the Indians into one of the best drawing teams in the American League. In 1951,
Veeck puchased the St. Louis Browns and attempted to move the franchise first to Milwaukee, then to
Baltimore. Both times he failed to secure enough team owner votes to secure the move. In 1958, Veeck
purchased the Chicago White Sox (which he later purchasex imgaB75 and sold in 1981), achieved

immediate success, and then sold the team in 1961.

Veeckbs idea for a tax shelter to avoid paying m
coowner owner of the CIl evel and pldtoekplaanthav.the tae shdéitar use a |
works. Suppose a new owner purchases an existing franchise for the price of $10 million (not an absurd
price back in 1946). The value of the team in the balance sheet of the new owner is then a $10 million
asset. Physicassets, like new buildings or equipment, wear out over time and must be replaced, thus the
tax authorities allow depreciation expense to be deducted from annual income. Veeck argued that players
are assets to the team as well. Specifically, the new oagségns a value to the player contracts of the
team, which is no higher than the purchase price of the club. The owner can only assign a new value to the
player contracts if the club is reorganized as a subchapter S corporation, otherwise the owneeivedy re
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the depreciated value of the player contracts from the previous BwBappose the new owner assigns a

value of $9 million to the existing player contract:
convinced the Internal Revenue SeevilRS) to allow club owners to claim depreciation expenses on

player contracts over five years (20% per year). Hence the new owner deducts the normal operating
expenses (including player salaries) from revenues to arrive at his profit, then he is atiodeshlict a

further $1.8 million (20% of $9 million) to arrive at his final profit. The new owner can claim the same
deduction every year for five years. Letds assume t
savings is thus $540,000 (30% of $1.8lion) every year for five years. Under the Veeck tax shelter,

player expenses are double counted.

What happens at the end of the five years when the player contracts are fully depreciated and carry
zero value on the balance sheet? The tax sheltertjplofit will increase by $1.8 million per season, and
the taxes paid by the owner will increase, right? Well, not quite. The team owner of a subchapter S
corporation is allowed to convert the te@osato a regu
the end of five years, the team is converted to a regular corporation and pays the much lower corporate tax
rate. Ingenious? Absolutely, however the effectiveness of the tax shelter was all but eliminated by tax law

changes in 1986.

4.4 FranchiseActivity in MLB, the NBA, the NFL and the NHL

For the professional sports team owner, there are two principle sources of profit. First, there is the
annual profit from ticket sales, broadcast rights, concession sales, apparel contracts and other normal
business operations. More importantly, the larger source of profit is the appreciation in the value of the
franchise from when the club is purchased to when it is sold. Often capital gains from the latter source
completely dwarfs profit from normal operat®nThere are some spectacular examples of owners who
have reaped the profits from appreciation in the value of their frafthisen Payson purchased the
franchise rights for the New York Mets from the National League in 1961 for $2 million, which she the

sold in 1980 for $21 million. This yields an annual average rate of return of 50%.

(21—2]. 100

r=2—=50%
19

The Mets were subsequently sold again in 1986 for a price of $100 million, yielding an annual

average rate of return of 53.7%. Any positive gréfdom normal baseball operations would seem to be

8 A subchapter S corporation issues shares like a normal corporation, but all profits flow to the team
owner. The team owner must acquire some minimum percentage of the existingushei®s 70%.
%9 Some of these examples are drawn from Quirk and Fort (1997) and Scully (1995).
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gravy. This rate of return is fairly reflective of franchises in all leagues, but the rate of return is less for

older franchises. The most extreme example is the Washington Redskins in the NFL. ThasReeski

purchased as an expansion franchise in 1932 for $7,500 and were owned for most of their existence by the

Cooke family. The Redskins, and Jack Kent Cooke Stadium, were up for sale in 1998. The NFL approved

the purchase of the franchise for $800 imillin July of 1999, yielding an average annual rate of return of

140 %! This is somewhat mi sl eading since most of the
the 19506s, making the rate of return over the | ast

Of coursethere are far more team owners who lost money on their franchises than made money.
Almost all teams that fold in any league have terminal franchise values that are zero or even negative. This
is particularly in the modern rival leagues (ABA, WHA, WFL, US3Rkhose teams were not absorbed by
an existing league, except for a few. Table 4.4 provides a partial listing of recent professional sports
franchise sales. Average annual rates of return on franchise value appreciation up to 1990 are 8% in
baseball, 16%ni basketball and 20% in football.

Excluding the Federal League (1918), baseball has not seen an expansion franchise go under
although many have moved and, or, changed ownership. The period of greatest expansion activity was the
period from 1900 to 192MNo new expansion franchises were granted, however two franchises moved (the
original Milwaukee Brewers became the St. Louis Browns and the Baltimore club became the New York
Yankees) and thirtyhree times clubs changed owners. The median tenure of ghimavas only seven
years. The period of greatest stability for major league baseball wasl2920Again no new franchises
were awarded and no teams moved to new cities. Teams were sold to new ownerdwiavtimigs over
this period. The median tenuréawnership peaked in the National League at twemty years during the
19306s and fell to 6.5 years in the 19406s. In the A
at 24.5 years in the 19406s andd1P591980 istnotable hlseaven year ¢
unstable period with six teams moving to new cities in the American League and four teams moving in the
National League (the most notorious being the Brooklyn Dodgers move to Los Angeles and the New York
Giants move to San Freisco). There were ten new franchises awarded (the most strategically important
being the establishment of the New York Met s, t he |
Senators and the Los Angeles / Anaheim Angels to stave off the stillborn &datiheague) and clubs
changed ownership thirty times. The median tenure of ownership in the American League was around 9.5

years and about 18 years in the National League.

Over the period 1961990, seven teams were sold due to bankruptcies, the ecest being the
Houston Astros in 1976 and the Seattle Pilots in 1970. Owners tended to sell their clubs following a losing
year for the team although the evidence is not overwhelming: 53% of National League teams had losing

records the year before theyneesold, 54% of American League teams.
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Since the establishment of the NBA in 1946, franchise activity has been much greater than
baseball. While 27 expansion franchises were granted over the period 9% 6fourteen teams were
folded, 17 teams moved tew cities and ownership changed 58 times. The median tenure of ownership

hovered around seven years. Owners sold a team after a losing season in 53% of all sales.

The NFL was the most turbulent of the four professional leagues up to 1940 with 39 aghndon
franchises, 31 expansion franchises and nine teams relocating cities. Most of these clubs were located in
small cities with little chance of survival. Since 1940, 21 expansion franchises have been granted (12
coming from the AFENFL merger) and only tlee franchises were abandoned. Some of the remaining
clubs today have long histories of ownership stability: the Chicago Bears have been owned by the Halas
family since 1922; the Green Bay Packers have been owned by the city of Green Bay since 1923; the
Bidwill family has owned the Chicage St. Louisi Arizona Cardinals since 1932; and the Pittsburgh
Steelers have been owned by the Rooney family since 1933. Up to 1990, the median tenure of ownership
was 25 years. The sale of clubs following losing seasongich more evident in the NFL at 68%.

Despite some difficulties in the early period of
stability up the 197006s. Basically the NHL consiste
Leafs, Boston BruingChicago Blackhawks, Detroit Red Wings, and the New York Rangers) between 1940
and 1970 with those teams finding new owners only eight times. The median tenure of ownership peaked in
the 196006s at 21 years. The vy e aockeyl A3ofatih@WiHA)tehe est abl
rival league that raided the NHL clubs for established pldyef® compete with the WHA, the NHL
added six new expansion teams, eventually absorbing four WHA teams in 1977. One team, the Cleveland
Barons (formally the Oakland 8ls), was abandoned and the Minnesota North Stars absorbed its players.

The NHL is currently undergoing a period of rapid expansion with eight new expansion franchises granted

in the last decade. Over the period 19BB0, 59% of team sales occurred dftsing seasons.

Brief Review of Concepts

e The rate of increase of franchise values up to 1990 were 8% in baseball, 16% in
basketball and 20% in football, far larger than the annual average increase in profits.

e The NHL had the most stable ownership uphioet 196 006 s, foll owed by t
baseball. The NFL had the |l east stable owner ¢
leagues have experienced unstable ownership and rapid increases in the number of
franchises. All leagues, except baseball, have mdfdrom competition from rival
leagues.

% The most notable of which is Bobby Hull who was paid $150,000 in his last season with the Chicago
Blackhawks. He was signed by the WHA Winnipeg Jets and reteiggning bonus of $1 million.
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Franchise owners tended to sell their clubs just as often after a winning season as a losing
season, with the exception of the NFL, where clubs were typically sold after a losing

season.
Focus Box: When is a Losd.ass?

In March of 2002, Baseball commissioner Bud Selig testified before the U.S. Congress that

baseball teams had an operating loss of just over $200 million at the end of the 2001 season, and that only

two teams had earned a profit over the previous fyears. Michael Ozanian, of Forbes Magazine,

computes annual estimates of profits and losses for major baseball, the NBA, NHL and NFL using data

gathered from the clubs themselves, bankers, financial reports and valuation experts. His estimate of
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Baseball owners include expenses in their profit calculations that do not require any cash outlays.

One example is depreciation on baseball stadiutsmowners claim if they have any ownership in the

stadium where they play. This lowers the reported profit for tax purposes but is not a real cash outlay.

Baseball owners also inflate costs by including all operating costs for their minor leagueesffiiatie

not including minor league revenues. The correlation coefficient between the Ozanian numbers and the

official numbers is 0.844, strong enough to conclude that the Ozanian numbers are probably computed

using the right revenue and expense categjorie
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Source: Mi chael Ozani an, il s Baseball I
http://www.forbes.com/2002/04/01/0401baseball.html

4.5 A Simple Model of Franchise Values

Table 4.4 provides a sunary of market franchise values for all clubs in the four North American
leagues. If the team owner were to sell the club, these numbers give an estimate of the price the owner
could expect to receive. What determines these franchise values? A profegsiotsafranchise is an asset
to its owner, just as a stock or bond is also an asset to its holder. We can use the simple model of asset
prices used to analyze financial instruments to investigate franchise values. Suppose future annual profits
and interesrates are known with certainty. In this case, the current price of an asset must equal the present
value of all future profits plus any terminal value. fresent valuef an asset is how much money would
have to be invested today at a constant intesgstto earn the stream of known future profits plus the
ter mi nal val ue. Consider a simple exampl e. Suppose a

carries an interest rate of 10%. The amount you would have to put in the bank today to &aybObén

one year is
Table 4.4
Market Franchise Values, 2006

Team League Owner Value
Washington Redskins NFL Daniel Snyder $1.1 billion
Dallas Cowboys NFL Jerry Jones $923 million
Houston Texans NFL Robert McNair $905 million
New Eng land Patriots NFL Robert Kraft $861 million
Philadelphia Eagles NFL Jeffrey Lurie $833 million
Denver Broncos NFL Pat Bowlen $815 million
Cleveland Browns NFL Randy Lerner $798 million
Chicago Bears NFL McCaskey Family $785 million
Tampa Bay Buccaneers NFL Malcolm Glazer $779 million
Baltimore Ravens NFL Steve Bisciotti $776 million
Miami Dolphins NFL Wayne Huizenga $765 million
Carolina Panthers NFL Jerry Richardson $760 million
Green Bay Packers NFL Public $756 million
Detroit Lions NFL William Ford $747 million
Tennessee Titans NFL Bud Adams $736 million
New York Yankees MLB George Steinbrenner $730 million
Pittsburgh Steelers NFL Dan Rooney $717 million
Seattle Seahawks NFL Paul Allen $712 million
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