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\1’# PREFACE

The mission of the Harvard Business School (HBS) is “to educate leaders who will make a
difference in the world.” Founded in 1908, when Harvard University was already more than
250 years old,HBS achieves this mission by reaching a wide range of audiences through a
variety of programs. While HBS is perhaps best known for its MBA Program, it also pursues
this mission through its Executive Education Programs (including the Advanced Management
Program as well as over 100 additional programs for practicing managers)and through the
publishing activities of Harvard Business School Publishing (HBSP) which include Harvard
Business Review, HBS Press (books), E-Learning products, and HBS Case Studies.

Providing guidance for leading academic institutions continues to be an important aspect of
the HBS Mission.Over the past 60 years, HBS has not only made its case studies available
throughout the world, but has assisted other Universities and their faculties in developing their
ability to teach by the case method.This has included the offering of such courses as The
International Teachers Program (ITP), Colloquium on Participant Centered Learning (CPCL)
and the Program on Case Method and Participant Centered Learning(PCMPCL). The PCMPCL
Program initiated in August of 2005 is aimed at helping leading Business Schools in Greater
China and Singapore to develop excellence in the use of the case method and participant
centered learning in both MBA and Executive Programs, as well as in practitioner—oriented
research.

HBS has discovered over the years that adoption of the case method often proceeds through
three stages. The first stage is where cases are used as examples and illustrations of principles
and concepts being taught in a Management Course. The second stage is where cases become a
primary means of learning, with a majority of the class sessions in a program relying on field—
based cases. The third stage is then where the faculty begin domg significant amounts of their
case ~based research and curriculum development to better understand and teach about
decision making.

Consistent with our mission, we at HBS and at HBS Publishing are pleased to offer—in
conjunction with our partner, China Renmin University Press—a comprehensive approach to

Chinese Business Schools and their faculty, that is focused on helping them progress through

5



the second stage of participant—centered learning and into that third stage. This overall effort
consists of offering the 10 ~day PCMPCL Course to teams of business school facuity from
Greater China and Singapore, providing a series of case books (through China Renmin
University Press) tailored to the Ministry of Education’s MBA curriculum recommendations,
offering a set of follow—up case teaching and case writing seminars in China, and establishing

an academic support center to assist faculty with their unique course and case requirements.

Our purposes in doing this are two—fold, but both are directly tied to the HBS Mission. One
purpose is to facilitate better management education throughout the global economy by
assisting leading educational institutions—such as those found in China—in developing their
capabilities in practitioner focused, case based teaching. The other purpose is to help the
leadership at such institutions to develop a critical mass of faculty who can lead the efforts of
their own institutions in creating additional case—based teaching and research materials that
can be shared with other parts of the world. Such China-specific management materials of a

world class caliber are anxiously needed by academics elsewhere in the world.

We are pleased that China Renmin University Press and so many leading Chinese Manage-
ment Schools would join with us in pursuit of these purposes.We anticipate that this series of
case books will be a significant contributor to the pursuit of the important role that Chinese Ed-
ucational Institutions, their faculty, and the practitioners they serve will have in the global e-

conomy.

Steven C. Wheelwright

Baker Foundation Professor

Senior Associate Dean, Publication Activities
Harvard Business School

Harvard University

Boston, Ma 02163

June 2005
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Kansas City Zephyrs Baseball Club, Inc.

On April 17, 1985, Bill Ahern sat in his office and contemplated a difficult judgment he had
to make in the next two days. Two weeks before, Bill had been asked to be an arbitrator in a dispute
between the Owner-Player Committee (OPC, the representatives of the owners of the 26 major

league baseball teams in collective bargaining negotiations) and the Professional Baseball Players
Association (PBPA, the players' union).

A Baseball Accounting Dispute

The issue Ahern had to resolve was the profitability of the major league baseball teams.
The players felt they should share in the teams' profits; the owners maintained, however, that
most of the teams were actually losing money each year, and they produced financial statements to
support that position. The players, who had examined the owners' statements, countered that the
owners were hiding profits through a number of accounting tricks and that the statements did not
accurately reflect the economic reality. Ahern's decision on the profitability issue, was important
because it would affect the ongoing contract negotiations, particularly in the areas of minimum
salaries and team contributions to the players' pension fund.

On April 9, Ahern met with the OPC and the representatives of the PBPA. They explained
they wanted him to focus on the finances of the Kansas City Zephyrs Baseball Club, Inc. This club
was selected for review because both sides agreed its operations were representative, yet it was a
relatively clean and simple example to study: the baseball club entity was not owned by another
corporation, and it did not own the stadium the team played in. Furthermore, no private financial
data would have to be revealed because the corporation was publicly owned. Ahern's task was to
review the Zephyrs' financial statements, hear the owners' and players' arguments, and then reach
a decision as to the profitability of the team by Friday, April 19.

Major League Baseball

Major league baseball in the United States was comprised of a number of components bound
together by sets of agreements and contractual relationships. At the heart of major league baseball

Professors Kenneth A. Merchant
: ate("f';;’er eﬁecl?gr

Research Assistant Joseph P. Mulloy preps red this
and Krishna G. 'P,a% ephus the bﬁlg“{s fore’?%lass',d'
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eit or ineffective
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187-088 ' Kansas City Zephyrs Baseball Club Inc.

were the 26 major league teams. Each team operated as an independent economic unit in such
matters as contracting for players, promoting games and selling tickets, arranging for the use of a
stadium and other needed facilities and services, and negotiating local broadcasting of games. The

teams joined together to establish common rules and playing schedules, and to stage championship
games.

The business of most teams was limited exclusively to their major league activities. Very
few integrated vertically by owning their own stadium or minor league teams. Most teams were
organized as partnerships or privately held corporations, although a few were subunits of larger
corporations. While baseball was often thought of as a big business, the individual teams were
relatively small. For most of them, annual revenues were between $20 million and $30 million.

Each team maintained an active roster of 24 players during the playing season, plus 16
minor league players "on option," who might see major league action during the season. This made
a total of 40 players on major league contracts for each team at any one time. Each team played a
schedule of 162 games during the season, 81 at home and 81 away.

Collectively, the team owners established most of the regulations that governed the
industry. The covenant that bound them was the Major League Agreement (MLA), to which was
attached the Major League Rules. The rules detailed all the procedures the clubs agreed on,
including the rules for signing, trading, and dealing with players.

Under the MLA, the owners elected a commissioner of baseball for a seven-year term. The
commissioner acted as a spokesperson for the industry, resolved disputes among the clubs and the
other baseball entities, policed the industry, and enforced the rules. The commissioner had broad
powers to protect the best interests of the game. The commissioner also administered the Major
Leagues Central Fund, under which he negotiated and received the revenues from national
broadcast contracts for major league games. About one-half of the fund's revenues were passed on
directly to the teams in approximately equal shares.

Within the overall structure of major league baseball, the 26 teams were organized into two
leagues each with its own president and administration. The American League had 14 teams and
the National League had 12 teams, of which one was the Kansas City Zephyrs. Each league
controlled the allocation and movement of its respective franchises. In addition to authorizing
franchises, the leagues developed the schedule of games, contracted for umpires, and performed
other administrative tasks. The leagues were financed through a small percentage share of club
ticket revenues and receipts from the World Series and pennant championship games.

In addition to the major league teams, U.S. baseball included about 150 minor league teams
located throughout the United States, Canada, and Mexico. Minor league teams served a dual
function: they were entertainment entities in their own right, and they were training grounds for
major league players. Through Player Development Contracts, the major league teams agreed to
pay a certain portion of their affiliated minor league teams' operating expenses and player
salaries.

Meeting with the Zephyrs' Owners

Bill Ahern spent Tuesday reviewing the history of major league baseball and the
relationships among the various entities that make up the major leagues. Then he met with the
Zephyrs owners' representatives on Wednesday.
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The owners' representatives gave Ahern a short history of the team and presented him
with the team's financial statements for the years 1983 and 1984 (Exhibits 1 and 2). The current
owner was a corporation with five major shareholders, which bought the team on November 1,
1982, for $24 million. The Zephyrs did not own any of their minor league teams or their stadium,

but two of the Zephyrs' owners were part owners of the private corporation that owned the
baseball stadium.

Ahern studied the financial statements for a short time, and then he met with Keith
Strong, the owners' lawyer. The conversation can be summarized by the following exchange:

Bill: I would like to know more about the controversial items in your financial statements. First,
could you please explain your players' salaries expense entries?

Keith: Sure. Here is a list of our roster players and what we paid them last year see Exhibit 3.
The number we show on our 1984 income statement is the total expense of $10,097,000. Most of the
expense represents cash outflows in 1984. The only exception is shown in the last column of this
exhibit. For our highest paid players, we have agreed to defer a portion of their salary for 10
years. That helps save them taxes and provides them with some income after their playing days
are over.

Bill:  What is the nonroster guaranteed contract expense?

Keith: That is also player salary expense, but we break it out separately because the salaries are
paid to players who are no longer on our active roster. The salaries are amounts we owe to players
whom we released who had long-term guaranteed contracts. The amount of $750,000 represents the
amount we still owe at the end of 1984 to two players shown in Figure A. Joe Portocararo, one of our
veteran pitchers, signed a four-year guaranteed contract last year, but before the season started he
suffered a serious injury, and Joe and the team jointly decided it was best he retire. We released U.
R. Wilson in spring training, hoping that another team would pick him up and pay his salary, but
none did.

Figure A  Calculation of Nonroster Guaranteed Contract Expense ($000)

We still owe these players the amounts in their contracts. We decided to expense the
whole amount in 1984 because they are not active players; they are not serving to bring in our current
revenues. We felt it was more meaningful and conservative to recognize these losses now, as they
result from the effects of past decisions that did not turn out well.

Bill: Okay. Let's move on to roster depreciation expense.
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Keith: When the team was bought in 1982, 50 percent of the purchase price ($12 million) was

designated as the value of the player roster at that time. This amount was capitalized and is being
amortized over six years.

Bill: Why 50 percent?

Keith: That is the maximum percentage that the Internal Revenue Code will allow when
purchasing a sports team.

Bill: I see. Is there anything else in the statements that the players dispute?

Keith: No, I don't think so. The rest of our accounting is very straightforward. Most of our
revenues and expenses result directly from a cash inflow or outflow.

Bill: Well, that answers all my questions. Thank you.

Keith: I have just one more thing to say concerning baseball finances in general. People seem to
think that we generate huge profits since we have a relative monopoly, but it should be obvious
that the professional baseball leagues do not exist in order to carry out traditional cartel functions.
The rules and regulations governing the clubs comprising the league are essential to the creation of
the league as an entity and have virtually nothing to do with pricing policies of the individual
clubs. The objective of the cooperative agreements is not to constrain the economic competition
among them, but rather to create the league as a joint venture that produces baseball during a season
of play. Without such rules of conduct, leagues would not exist.

When this meeting was completed, Bill Ahern felt he understood the owners' accounting
methods well enough. ’

Meeting with the Players

The following Monday, Ahern met with the PBPA representatives and their lawyer, Paul
Hanrahan. They presented Ahern with income statements for the years 1983 and 1984 as they
thought they should be drawn up (Exhibit 4). As Ahern studied them, he found the players’
version of the financial statements showed profits before tax of $2.9 million for 1983 and $3.0
million for 1984 as compared to the losses of $2.4 million and $2.6 million on the owners' statements.

Ahern's conversation with Paul Hanrahan went approximately as follows:

Bill: The income statements you have given me are very similar to those of the owners except
for a few items.

Paul: That's true; most of the expenses are straightforward. There are only a few areas we
dispute, but these areas can have a significant impact on the overall profitability of the team. We
feel that the owners have used three techniques to "hide" profits: (1) roster depreciation, (2)
overstated player salary expense, and (3) related-party transactions.

Bill: Let's start with roster depreciation. Why have you deleted it?

Paul: We feel it gives numbers that aren't meaningful. The depreciation expense arises only
when a team is sold, so you can have two identical teams that will show dramatically different
results if one had been sold and the other had not. We also don't think the depreciation is real
because most of the players actually improve their skills with experience, so if anything, there
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should be an increase in roster value over time, not a reduction as the depreciation would lead you to
believe.

Bill: Okay. I understand your reasoning. I'll have to think about that. Let's move on to the
next issue.
Paul: That's player salary expense. We think the owners overstate player expense in several

ways. One is that they expense the signing bonuses in the year they're paid. We feel the bonuses
are just a part of the compensation package, and that for accounting purposes, the bonuses should be
spread over the term of the player's contract.

We gathered information on the bonuses paid in the last four years and the contract terms
[Exhibit 5]. Then we adjusted the owners' income statements by removing the bonuses from the
current roster salary expense and by adding an "amortization of bonuses” line. The net effect of this
one adjustment on 1984, for example, was an increase in income of $373,0001

Bill: But the owners have really paid out all the bonuses in cash, and there is no guarantee
that the players will complete their contracts.

Paul: That's partly true. Some players get hurt and are unable to compete effectively. But
the number of players who do not complete their contracts is very small, and we think it is more
meaningful to assume that they will continue to play over the term of their contract.

Bill: Okay. What's next?

Paul: A second adjustment we made to the players' salary line was to back out the deferred
portion of the total compensation. Many of the players, particularly those who are higher paid,
receive only about 80% of their salaries in any given year. They receive the rest 10 years later
[Exhibit 3]. We feel that since the team is paying this money over a long period of time, it is
misleading to include the whole amount as a current expense. This adjustment increased 1984 income
for the Zephyrs by $1,521,000. No salary expense deferred from prior years was added back in
because that form of contract is a relatively recent phenomenon.

Bill: I've looked at some of the contracts, and it says very clearly that the player is to
receive, say, $500,000, of which $100,000 is deferred to the year 1984. Doesn't that indicate that
the salary expense is $500,000?

Paul: No. The team has paid only $400,000 in cash.
Bill: Doesn't the team actually set money aside to cover the future obligation?
Paul: Some teams do, and in such cases, I think we would agree that it is appropriate to

recognize that amount as a current expense. But the Zephyrs don't set any money aside.
Bill: Okay. You made a third adjustment to the players' salaries.
Paul: Yes, we think the salaries due to players who are no longer on the roster should be

recognized when the cash is paid out, not when the players leave the roster. Unless that is done,
the income numbers will vary wildly depending on when these players are released and how large

1 1,320,000 less $947,000.
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their contracts are. Furthermore, it is quite possible that these players' contracts will be picked up
by another team, and the Zephyrs would then have to turn around and recognize a large gain
because the liability it has set up would no longer be payable.

Bill: Okay. Let's go to the last area: related-party transactions. You have listed Stadium
Operations at about 80% of what the owners charged. Why is that?

Paul: You probably know that two of the Zephyrs' owners are also involved with the
stadium corporation. But what you probably don't know is that they are the sole owners of that
stadium company. We think that the stadium rent is set to overcharge the team and help show a
loss for the baseball operations.

Bill: How did you get your numbers?

Paul: This wasn't easy, but we looked at what other teams pay for their stadiums. Every
contract is slightly different, but we are sure that two of the five shareholders in the team are
earning a nice gain on the stadium-pricing agreement.

Just for your own edification, this is not the only type of related-party transaction where
the owners can move profits around. A few of the teams are owned by broadcasting organizations,
and as a result, they report no local broadcasting revenues. Their individual losses are consolidated
into the overall major league position, thus the overall loss is overstated. I know it's hard to do,
but an objective look must be taken at all these related-party transactions if baseball's true position
is to be fairly stated.

The overall effect of all these adjustments we have made to the Zephyrs' income
statements changes losses to profits. In 1984, the change is from a loss of $1.7 million to a profit of
$1.4 million. In the labor negotiations, the owners keep claiming that they're losing money and
can't afford the contract terms we feel are fair. We just don't think that's true. They are "losing
money" only because they have selected accounting methods to hide their profits.

Bill: Well, you've given me a lot to think about. There are a lot of good arguments on both
sides. Thank you for your time. I'll have my answer for you soon.

Bill's Decision

By Wednesday, April 17, Bill was quite confused. To clarify the areas of disagreement, he
prepared the summaries shown in Exhibit 6, but whereas the sets of numbers were clear, the
answers to the conflicts were not. Bill had expected this arbitration to be rather straightforward,
but instead he was mired in difficult issues involving the accounting unit, depreciation,
amortization of intangibles, and related-party transactions. Now he was faced with a tight
deadline, and it was not at all obvious to him how to define "good accounting methods” for the
Zephyrs Baseball Club.




