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INTRODUCTION

Recent months have been eventful for those interested

in English football and accounting, with unprecedented
developments and excitement off the field. Everton FC
received a six-point deduction in the English Premier League
(PL)' for the alleged breaches of Profit and Sustainability
Rules (PSR).? Everton FC and Nottingham Forest FC have
been charged for breaches during the 2022/23 seasons,® and
Manchester City FC have also been charged with 115 alleged
breaches of PSR? There is also an investigation into Chelsea
FC's funding under its previous ownership.®

All of these off-the-pitch events share a common theme:
breaches, or alleged breaches, of the PSR. Despite financial
regulations not being new to the PL, the spike in financial
breaches is unsurprising given the ever-increasing costs

for clubs to compete. Potential reasons for the increase

in financial breaches include the increase in league-wide
investments in squads and footballing infrastructure,®
unchanged limits of the maximum permitted losses for over
a decade, and the looming government mandate for an
independent regulator?

This article discusses the application of the current financial
regulations (including PSR) to PL clubs and recent trends in
compliance with these regulations, and examines certain
aspects of the current regulations that the regulators could
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look to improve upon to deal with issues that arise from
creative accounting practices and misaligned incentives.

SUMMARY OF THE FINANCIAL REGULATIONS
APPLICABLETO APL CLUB

We previously examined the correlation between a football
club’s financial and sporting success.® Football clubs make
substantial investments in player wages and recruitment
to be competitive. This is evident when considering that
PL revenues have grown 27 times over the last 20 years,
while player wages have grown approximately 36 times
during that period.”°

A PL club must comply with the PSR which limits the
maximum losses over a three-year rolling period’ to £105
million. Depending on their finishing position, a PL club
might also be required to comply with a second set of
financial regulations:

a. for clubs qualifying for any UEFA competitions
(such as the UEFA Champions League, UEFA
Europa League, or UEFA Conference League), the
UEFA's Club Licensing and the Financial Sustain-
ability Regulations (FSR), which, in addition to
maximum losses, further regulate the squad costs
and financial solvency of competing clubs; and,

b. for clubs relegated to or promoted from the Cham-
pionship, compliance with the English Football
League’s PSR is required. For example, in the case of
Nottingham Forest FC, who were promoted to the PL
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in the 2022/2023 season, the maximum three-year
loss was £61 million as at December 2023. The £61
million maximum is calculated as £13 million each
for the 2020/2021 and 2021/2022 seasons when they
played in the Championship, and £35 million for the
2022/2023 season when they played in the PL.

A comparison of the abovementioned three sets of rules is
provided as follows.

EFL®  UEFA®

£15 million €5 million

Description PL™
Maximum £15 million

Maximum owner funding over

£90 million £24 million €55 million
three years

Maximum three-year loss

. . . £105 million £39 million €60 million
(including owner funding)

Permitted expenses
(i.e., excluded from loss Yes Yes Yes
calculation)'®

Transactions required to
e . Y Yes Yes Yes”
represent “fair market value

Additional financial regulations No No Yes®

In summary, the three regulators are generally consistent
in their assessment framework but differ on the maximum
losses a club can incur. Regulators are focused on
preventing clubs from spending unsustainably, with the
objective of promoting financial prudence and improving
footballing infrastructure and the quality of on-field perfor-
mances. However, the influx of significant investment from
institutional investors such as private equity and sover-
eign funds has led to the introduction of sophisticated
accounting and financial practices that could prevent

the regulators from achieving their goals. In the following
sections, we discuss three key issues that regulators
could consider in their review of the current framework to
assess the financial performance of PL clubs.

Key Issues for Regulators to
Consider in their Review of the
Current Framework

PROFITS ON THEIR OWN ARE NOT AN INDICATOR
OF FINANCIAL HEALTH

Itis critical to understand that cash flows and profits are
different. While profits indicate the income remaining
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after all expenses, cash flows indicate the net flow of cash
into and out of a business. Further, the intrinsic value of

a business is derived from the cash flows it can expect

to generate. From an investor's perspective, a profitable
company with positive cash flows is a good, long-term
investment based on its ability to remain solvent in times
of economic crisis (e.g., relegation in the case of PL clubs,
COVID-19, etc.).

The PSR uses the metric “adjusted earnings before tax"®
to assess a club's financial performance over a three-year
period. In our opinion, a club's earnings do not present

a holistic view of its financial position or performance
because an entity may have negative cash flows during

a period but still report a profit. Cash flows are generally
considered a more robust metric to assess an entity's
financial performance as compared to profits, which can
be affected by accounting policies or “creative” practices.

While these practices do not Revenueis vanity,
necessarily affect the financial pl’Oﬁt is sanity, but
health of a club, the recent, cash is king."

what some may call, “creative” — Alan Miltz

accounting practices across
PL clubs highlight the limitations of relying solely on
accounting earnings for PSR compliance.

The most popular example of recent times is Chelsea FC
(under its new ownership) signing players under lengthy
contracts (reportedly up to eight years) to reduce their
reported annual expenses by spreading the amortization
of the players' transfer fee over a longer period.?’ Since
then, both UEFA 2" and PL? have amended the financial
regulations restricting the amortization of transfer fees to
a maximum of five years, even if players sign a contract for
longer. As these amendments are implemented prospec-
tively, Chelsea FC's treatment of eight-year player contracts
is unaffected by the amendments; demonstrating how
accounting practices have been used to comply with PSR
without truly reflecting their financial reality.

Further, the cash actually paid by a club for transfer fees
is generally unrelated to the amortization of a player
contract, which is purely an accounting calculation. Given
the rising transfer fees, the clubs generally defer the
transfer fee payments over several seasons and include



a performance-based contingent component. If the cash
paid is greater than the amortization of a player contract
in a given year (and continues to be so for consecutive
years), situations could arise wherein the club does not
have adequate cash to meet its transfer fee liabilities.
Therefore, a club's PSR compliance based on amortiza-
tion (i.e., a non-cash expense) instead of its outstanding
transfer fee liabilities or transfer fee payments may not
accurately measure its actual liabilities or cash flows when
assessing a club's financial health.

Similarly, net worth (which is calculated as assets minus
liabilities) is a critical metric that banks and other financial
institutions use to assess an entity’s financial health,
specifically, a potential borrower’s creditworthiness.

In summary, additional financial metrics of a club, such

as cash flows and net worth, along with its profits, should
be considered, strengthening the PLs financial regulatory
framework and increasing transparency. Adherence to
such metrics would improve the financial health of clubs
in the long run.

THE UNINTENDED CONSEQUENCES OF FINANCIAL
REGULATIONS ON TRANSFER STRATEGIES
Historically, football clubs have employed different strate-
gies to develop, purchase, and sell players. Several clubs,
including Southampton FC and AFC Ajax, have been
known to develop and sell younger academy players to
larger clubs.?? Meanwhile, clubs, including Brighton & Hove
Albion FC and Borussia Dortmund, have been known to
acquire young, talented players for comparatively lower
sums, develop them, and subsequently sell them at high
values.” One may argue that these strategies were not
adopted to meet PSR, instead serving as a sustainable
revenue source for clubs to reinvest in their squads and
infrastructure, thereby ensuring a cycle of development
and competitiveness.

Transfers structured as loans with an obligation or an
option to buy have also become prevalent. Such transfer
structures defer the purchase timing, payment of transfer
fees and amortization of the player contracts. A recent
example is the loan arrangement for goalkeeper David
Raya from Brentford FC to Arsenal FC during the summer
2023 transfer window. Arsenal FC paid a £3 million loan fee
for the one-year loan and has the option to purchase the
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player for £27 million upon completion of the loan.?”® This
strategy generally takes advantage of deferring costs and
cash flows, and in most cases, it does not adversely affect
the financial health of the clubs.

While several factors? impact a club's decision to sell a
player, another striking recent trend has been a club’s
desire to sell academy players, who are playing in or can
break into the first team, to earn “pure profits”. Under the
current PSR framework, the profit on the sale of a player
is calculated as the difference between the transfer fee
and the player's net book value (i.e., amortized contract
amount). Below is a rudimental example illustrating the
impact on earnings upon the sale of a purchased player
and an academy player.

Purchased Academy

Net book value [A] £30 million £ nil
Selling price/cash Bl g45million  £45 million
inflow

i el [Cl=[B]-[A]  £15milion  £45 million

before tax

In the above illustration, while the cash inflow for both
transfers is the same (i.e., £45 million), the profits from the
two players are vastly different (i.e., £45 million versus £15
million). Therefore, if a club is in a position where it needs
to sell players in order to comply with financial regulations,
it may be incentivized to sell an academy player (with

nil book value) over another player in order to report
higher earnings. For example, it has been widely reported
that Chelsea FC has been exploring the sale of Connor
Gallagher to comply with PSR after spending lavishly on
transfers under their new owners.”

In summary, selling academy players in order to spend more
money potentially undermines the objective of financial
stability and player development.® In addition, it could
eventually reduce the ability of a club to develop and retain
players throughout their entire career, as financial impera-
tives overshadow sporting objectives. Assessing cash flows
generated from player sales in addition to profits could help
discourage clubs from using short-term fixes that could be
detrimental to their long-term financial health.



REGULATIONS SHOULD BE CLEAR AND RESULTING
PENALTIES SHOULD BE PREDICTABLE

Recent announcements relating to alleged breaches

of PSR by Everton FC (who were in breach due to
non-sporting costs and factors) and Nottingham Forest
FC (who were in breach of the PSR as of June 2023, but
mitigated the situation through player sales by September
2023)* have sparked a debate over the appropriateness of
fines and penalties being imposed under the PSR.*

The stringent application of PSR by the PL (under the
looming threat of an independent regulator) coupled with
the uncertainty relating to fines and/or penalties for poten-
tial breaches precluded many PL clubs from investing in
strengthening their squads during the January 2024 transfer
window. A total of £112 million was spent by all PL clubs
during January 2024 compared to £815 million in January
2023, representing the lowest total spend in over ten years
(except for 2021, which was impacted by COVID-19).32

The current PSR is centered solely on a maximum loss
threshold over three years but does not distinguish
between expenditures on sporting activities and
non-sporting activities. In contrast, UEFA's FSR considers
three financial assessments for a comparatively holistic
assessment of a clubs financial health:

a. Maximum losses — Similar to the PL's PSR, this sets
a cap on the maximum amount of losses a club can
incur over three years;

b. Squad cost ratio — Assesses a club’s squad costs
relative to its revenue, ensuring that squad costs are
not relatively excessive; and,

c. Solvency — This ensures that a club pays its payables
on time and does not have overdue payables.

?}quac'i 80 Firsttimein Secondtimein Thirdtimein
% points above
om! breach breach
defined limit
>0- <210 10%-25% 25%-50%
>10 - £20 25%-50%
>20 - =30
>30
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In addition, UEFA provides a “financial disciplinary measure
grid” for breaches of the squad cost ratio (as provided
below). This penalty system accounts for the severity of the
breach, including the amount by which a club exceeds the
permitted cost limits and its history of similar breaches.*®
Such a structured penalty grid offers transparency and
predictability, enabling clubs to understand the potential
consequences of their financial decisions.

In summary, the PL's PSR regulations should clarify limits
relating to sporting costs (e.g., squad) and non-sporting
costs (e.g., stadium development and logistics) and outline
the fines/penalties relating to specific breaches. This would
bring predictability and fairness in penalties and encourage
clubs to adopt more sustainable financial practices.

FINAL THOUGHTS

The influx of money and financial sophistication neces-
sitates a robust and dynamic regulatory framework to
maintain the competitive nature of the sport and the
financial sustainability of clubs.

To summarize, we have discussed the recent trends and
issues that are affecting the enforcement of PSR, causing
confusion and uncertainty amongst PL clubs, leading to
disputes, and precluding the regulators from achieving
their goal of improving the financial health of football
clubs, including:

a. Profits on their own are not an indicator of financial
health — Assessing a club’s financial health only
based on accounting profits, which could be affected
by “creative” practices, could allow clubs to comply
with PSR without improving (or sustaining) their
financial health. Assessing other financial metrics
such as cash flows and net worth of a club along
with its profits would strengthen
PLs financial regulatory frame-
work and help improve the
reporting of the financial health
of the clubs in the long-term.

b. The unintended consequences
of financial regulations on
transfer strategies — The PSR
compliance framework considers
the profit on the sale of a player,
which is calculated as the

Fourth timein
breach



difference between the transfer fee and the player's
net book value. Therefore, a club is inadvertently
incentivized to sell its academy players, compared
to a previously purchased player that commands
the same selling price (or cash inflows) to achieve
“pure profits, “ which can permit increased spending
on player transfers by amortizing contract costs
over multiple years to comply with PSR.3* Assessing
cash flows generated from player sales in addition
to profits would help discourage clubs from using
“creative” practices in the short term that could be
detrimental to their financial health in the long-term.
c. Regulations should be clear and resulting penalties
should be predictable — Regulations should clarify
limits relating to sporting (e.g., squad costs) and
non-sporting costs (e.g., stadium development
and logistics), and outline fines/penalties relating
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SECRETARIAT PROVIDES INDEPENDENT
EXPERT SERVICES including the preparation of
expert reports and providing expert testimony with
respect to damages and financial issues. Our bright
minds and passionate problem-solvers are well
placed to assist with compliance of, or issues arising
from, the evolving financial regulations.

At Secretariat, our experts bring the in-depth
knowledge and expertise in accounting, finance and
economics necessary to present clear and concise
economic evidence to regulators, arbitrators and
judges in clearly worded, well-reasoned and
supported expert reports. We develop sound and
compelling analysis, test theories, evaluate
strategies, quantify damages and form opinions —
all with the independence and quality that stands up
to the rigors of the largest, most complex matters.
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