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Abstract

Sports is one of the top ten largest industries in the U.S. yet lacks market-based risk
management and price discovery tools. In this paper, I argue that sports needs to be
recognized as an asset class. I speci�cally focus on an index application, the Sports Risk
Index (SRI), which is a formula that tracks relative franchise �values�. The index is made
tradeable through the SRI futures, which are cash-settled index futures that use the index as
an underlying. The SRI futures is a promising innovation that, if approved by the regulatory
agency, would help the industry participants manage risks, provide price discovery in an
opaque industry, and have a meaningful role in portfolio management. At the same time,
many futures contracts claim these bene�ts at the outset yet contract success remains elusive.
Recognizing that fact, I perform a deeper evaluation of determinants of contract success.
Speci�cally, I discuss uncertainty, potential trader base and the level of unhedged risk within
the sports industry. Based on this analysis, I conclude that the SRI futures have signi�cant
potential and can be a valuable tool for the industry.

1 Introduction

The purpose of this paper is to introduce a new asset class: sports. While this new asset class
is likely to spawn various �nancial products, in this paper I speci�cally focus on an index appli-
cation, the Sports Risk Index (SRI), which is a formula that tracks relative franchise "values".
The index is made tradeable through the SRI futures, which are cash-settled index futures that
use the index as an underlying.

The index and the index futures were developed by a private company, Crystal World Hold-
ings, Inc. in 2008.1 The invention, owned by the company is described in the patent application
titled �Systems and Methods for Risk Management of Sports-Associated Businesses�.2 The SRI
was backtested for the Major League Baseball (MLB) for the 2006-2007 season during product
development. The index is currently not being calculated, disseminated, or published. On the
regulatory side, no submissions have yet been made by a designated contract market to the Com-
modity Futures Trading Commission (CFTC). Regulatory approval is necessary for the listing
and trading of the SRI futures contract.

The development of the SRI was motivated by a growing sports industry that is estimated
to be over $400 billion according to some industry estimates.3 In fact, it is one of the top ten
largest industries in the U.S.4 The sports industry includes the actual participants, i.e., athletes,
teams, and leagues. In addition, it includes, among others, media and entertainment companies,

1For full disclosure, I am a minority investor in the company.
2As of this writing, the patents are pending.
3http://www.plunkettresearch.com/sports-recreation-leisure-market-research/industry-and-business-data
4Research, Education and the Sports Industry, Center for Sports Business and Research, Penn State, Smeal

College of Business. Available at http://www.smeal.psu.edu/csbr/CSBR%20Brochure.pdf
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sponsors and advertisers, sporting goods and apparel manufacturers and distributors, merchan-
disers, concessionaires, and facility management companies. It also includes other businesses
and stakeholders that locate in the vicinity of a stadium such as restaurants, parking facilities
and other entertainment venues. Municipalities and public taxing authorities may also have a
commercial interest in the business operations of a stadium.

Not surprisingly, the stakeholders face major risks: As of this writing, the National Hockey
League (NHL) just came out of the lockout that went on for 113 days and resulted in the loss
of 510 regular season games. The NHL faced a very real possibility that the 2012-2013 season
would become a repeat of the 2004-2005 season when for the �rst time in the history of U.S.
professional sports, a full season was lost due to the lockout. The economic impact of the 2004-
2005 lockout was signi�cant: some analysts estimated that $2 billion in revenue from tickets,
media, sponsorships and concessions were lost. In addition, the cancellation cost the league's
players more than $1 billion.5 While about 60% of the 2012-2013 season was saved, the revenue
loss is still estimated to be around $1 billion in addition to lost wages for the players.6

The National Football League (NFL) and the National Basketball Association (NBA) had
their own scares in 2011. Both markets are bigger than the NHL, with the NFL being substan-
tially bigger. The NFL lockout lasted 136 days between February 2011 and June 2011, but the
season was saved.7 The NBA, on the other hand, had to play a shorter season after it took �ve
months to settle and an estimated $800 million was lost. 8 Lockouts could also have long lasting
impacts on attendance and popularity of a particular league even after they end.

Work stoppage is far from being the only risk that the sports industry faces. The TV rights
deals have gotten quite signi�cant � in December 2011, the NFL signed a record setting television
rights deal with the three major networks, Fox, NBC, and CBS that will result in the networks
paying approximately $28 billion in fees over a nine year period (2013-2022). The average $3.1
billion fee per year from these three networks represents a substantial 63% increase over the
current $1.9 billion paid annually. Once the $1.9 billion deal with ESPN over 2014-2022 and the
$1 billion DirecTV deals are factored in, the television right fees alone account for $6 billion a
year. Such big deals do not always pay o�. CBS, ABC and Fox are believed to have lost $5.5
billion combined on major sports contracts between 2000 and 2006. 9 In 2002, Fox took a charge
of $909 million related to its sports broadcasting contracts to cover losses.

Attendance is a big revenue driver. In MLB, for example, with 81 home games, teams
have a ticket inventory in the millions, and they depend on games receipts for about 40% of
their annual income.10 In addition, attendance also impacts the amount of revenues earned
by local businesses. All other things being equal, higher attendance means higher revenues
from concession, parking and nearby restaurants. Finally, attendance has also implications for
advertisers and sponsors. The arrangement between Farmers Insurance and the city of Los
Angeles attests to the importance of these deals. Despite the fact that there is no stadium and
no team committed at this point to playing in Los Angeles, Farmers Insurance agreed to pay a
U.S. record breaking $650 million for a 30 year deal for naming rights.11

The sports industry is also quite opaque with respect to �nancial information and the value
of franchises. Since the majority of the franchises are not publicly traded, franchise values are
either observed through actual transactions that are rare or through static estimates by industry

5Stefan Fatsis, �NHL Calls O� Its Entire Season With Labor Face-O� Cold as Ice,� Wall Street Journal, Feb.
17, 2005, p. B2.

6http://www.guardian.co.uk/sport/2013/jan/09/nhl-lockout-votes-deal-owners-players
7The U.S. Professional Sports Market and Franchise Value Report 2012.
8Ibid.
9http://online.wsj.com/article/0�SB1043967779201326304,00.html

10�On Sports: How Not to Fix Baseball�, The Wall Street Journal, 08/23/2002
11The U.S. Professional Sports Market and Franchise Value Report 2012.
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analysts. There exists no dynamic mechanism that would discover prices, for example when a
lockout or other signi�cant events are expected that would move franchise values.

With its size and its diverse industry stakeholders, it is somewhat puzzling that sports has
already not developed as an asset class o�ering market-based tools that could provide risk man-
agement and price discovery. Nevertheless, some industry analysts anticipate that this is the
natural next step � WR Hambrect + Co, a �nancial services �rm stated that �We believe that it
is only a matter of time before such investment vehicles materialize in the capital market land-
scape, as it represents a dynamic means for unlocking value in the sports industry.�12 The Sport
Risk Index is a �rst step in this direction. The SRI is a weighted average formula that tracks
the relative "value" of a franchise. In the MLB SRI model that is developed and backtested for
the 2006-2007, the inputs were attendance, TV ratings, the existence of a same city team in that
league, population and income in the relevant metropolitan area. These input parameters were
chosen through a quantitative and qualitative analysis.

The SRI and SRI futures can be a viable solution for the sports industry for risk management
and price discovery purposes. They may also have a role in asset allocation. Despite the potential,
it is important to recall that a new contract, even after regulatory approval, faces signi�cant
market risk and a promising concept does not always translate to highly liquid markets. A case
in point is the S&P Case-Shiller Home Price Indexes. The indexes were originally conceived by
Karl E. Case and Robert J. Shiller in the 1980s and measure home prices based on recorded
changes in home values and a repeat sales methodology. Housing is a signi�cant asset class with
major risks and few tools for price discovery. Yet the product, at least so far, has not gained
signi�cant traction in the marketplace. More broadly, a new contract is more likely to fail then
to succeed.

Acknowledging the di�culties, I take the analysis a step further and carefully evaluate the
determinants of contract success in the literature. I then present a critical evaluation of the SRI
and SRI futures against these criteria. Speci�cally, the criteria are uncertainty and variability,
trader base, and unhedged risk. I conclude that the product has signi�cant promise, but attention
is needed in a few areas, such as contract design and education.

The article is structured as follows. Section 2 provides more detail about the sports industry
and presents the risks faced by the industry participants and discusses the need for price discovery.
It also comments on the current challenges faced by investors and asset managers regarding asset
allocations. Section 3 brie�y describes the sports risk index that was developed for the MLB
market and shows how the index and the futures can provide hedging, price discovery and also
have a meaningful role in portfolio management. Acknowledging that promise does not translate
to success in the marketplace, section 4 describes some commonly acknowledged criteria for
contract success in the futures market and evaluates the SRI futures against those criteria.
Section 5 concludes.

2 Industry Analysis

A new asset class has implications for at least two industries. First, it has implications in the
industry that is most impacted by the introduction of the new asset class. Speci�cally, hedging
potential and price discovery are very important, which are also, broadly speaking, the two main
criteria for regulatory approval. Second, it has implications for practitioner �nance in general,
as investors and asset managers evaluate how the new contract would �t into their investment
and asset allocation strategies. With this in mind, I present below some current challenges for
the sports industry and for the �nance practitioner.

12Ibid.
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2.1 Risks in The Sports Industry

The NHL lockout has been glooming over hockey for the last four months. The meter started
running with the cancellation of the pre-season games that reportedly cost NHL $100 million.13

The cancellation of the �rst two weeks of regular season games increased the estimated loss to
$250 million.14 After 113 days and the cancellation of 510 regular season games later, the lost
revenues were estimated to be $1 billion in addition to the lost wages.15 The lockouts also impact
businesses, large and small, as well as the cities. In a letter to the NHL, two senators argued
that a delayed or cancelled regular season would be a major setback for Newark, NJ resulting in
a loss of millions of dollars in economic activity.16 The NFL and the NBA had their own scares
recently. The NFL came out of the 2011 lockout fairly unscathed, but the NBA had to play a
shortened 2011-2012 season and lost an estimated $800 million.

Lockouts make good headlines, but they are by no means the only risk to the industry. In
general, the major sports leagues ar signi�cant in size and major risks exist during the regular
course of business. The NFL is a $9.3 billion dollar economy with the lockout having major
implications for the owners, players, broadcasters, sponsors, and stadium workers.17 In fact, this
number was calculated using the old media deals that collectively accounted for approximately
$4 billion. As mentioned earlier, the new broadcasting deals, excluding local market deals,
are over $6 billion, so that alone would carry the NFL revenues into over $11 billion. The
sponshorship deals are also quite signi�cant. Nike paid $1.1 billion to land the NFL's apparel
sponsorship in 2012. The previous sponsor, Reebok, was moving $350 million a year in NFL
gear, which accounted for approximately 60% of Reebok's sales.18 The other leagues have smaller
revenues than the NFL, but collectively they are estimated to account for another $13-14 billion
in revenue.19

Attendance is a major revenue driver and various events could lead to signi�cant declines. One
example is the departure of a star player. After Barry Bonds was released from the San Francisco
Giants in 2008, attendance felt down by 15% and local businesses were hurt.20 Attendance and
foot tra�c are also very important for restaurants nearby, especially for those that show the
games on big screens. In addition, attendance is the main driver behind stadium naming rights
deals. In August 2011, the right to name the New Meadowlands, which cost $1.6 billion to
construct, was captured by MetLife. As part of the agreement to name the complex MetLife
Stadium, which carries a 25 year term and an option to extend it to 97 years, the company will
shell out approximately $20 million per year.21 The agreement between Farmers Insurance and
the city of Los Angeles is even more striking. Despite the fact that there is no stadium and no
team committed at this point to playing in Los Angeles, Farmers Insurance agreed to pay a U.S.
record breaking $650 million for a 30 year deal for naming rights. In part, the funds will be
used to break ground on the stadium which is planned for downtown Los Angeles. An ownership
group headed by Earvin �Magic� Johnson and city o�cials hope that such a proactive move will
attract a professional football team to the second largest city in the U.S., whether through league

13http://www.theglobeandmail.com/sports/hockey/bill-daly-missing-preseason-cost-nhl-100-million-in-
revenue/article4582475/

14http ://www.reuters.com/article/2012/10/18/us-nhl-labor-idUSBRE89H1JG20121018
15http://www.guardian.co.uk/sport/2013/jan/09/nhl-lockout-votes-deal-owners-players
16Letter by Frank R. Lautenberg and Robert Menendez, dated October 1, 2012.
17�The Gross Football Product�, Sports Illustrated, March 14, 2011 Issue.

http://sportsillustrated.cnn.com/vault/article/magazine/MAG1182955/1/index.htm
18http://www.ibj.com/reeboks-loss-of-n�-contract-would-a�ect-local-plant/PARAMS/article/22800
19The U.S. Professional Sports Market and Franchise Value Report 2012.
20http://online.wsj.com/article/SB120933917167348283.html.
21The U.S. Professional Sports Market and Franchise Value Report 2012.
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expansion or otherwise.22

A single NFL game generates approximately $20-21 million of local economic activity.23 Over
eight home games, excluding pre-season and playo�s, that's $160 million per year per market.
Over the course of one season, the total local economic activity is estimated to be $5 billion.
Similarly, in the NBA, various estimates put the size of the economic activity around a team
between $59 million and $223 million a year.24 To be fair, the local impact on the cities are
sometimes disputed. The argument is that sports is a discretionary income item that consumers
simply direct elsewhere when they prefer to consume less sports. To the extent that is true, that
only means that the city itself may not have a signi�cant interest in hedging. But it is little
consolation to the company who spent millions of dollars on the stadium naming rights or to
the business owner, whose revenues depend on foot tra�c around the stadium, or the apparel
manufacturer who will take a hit if interest in a particular team or league declines.

2.2 Price Discovery in the Sports Industry

The sports industry is very opaque in terms of information on the �nancial performance and
value of sports teams and leagues. The only current estimation regarding franchise values I
am aware of is that provided by Forbes. While the Forbes numbers are useful, the valuations
are not the result of a transparent methodology. Equally importantly, the Forbes estimates are
static. The sports industry is one where fortunes could change quickly. The once-a-year, static
estimates of franchise values, however accurate, cannot meet the needs of a dynamic industry.
Negotiations in advance of a potential lockout, or during a lockout, take place in a fast-paced
environment that the industry watches very closely, thus a dynamic index and the continuous
trading in the index would provide useful information to the industry participants. Similarly,
attendance numbers could decrease sharply due to the departure of a star player, economic crisis,
or a sudden change in interest in a particular team, either due to preferences of the fan, or team
relocations. The index would capture the expected impact of these events on relative franchise
values in real time.

Massey and Thaler (2012) observed that top picks in the NFL draft may be overvalued and
argued that the loser's curse may be persistent and may not be arbitraged away. To the extent,
that the picks have an impact on the �nancial health of a franchise, the sports industry does not
have the �nancial tools to arbitrage away these ine�ciencies. As Thaler noted �you cannot sell a
bad team short. About the best you can do is try to buy up a bad team, but even this strategy
will not necessarily work since someone may outbid you for a team.�25 The outbidding concern
aside, a more common problem is that actual franchise transactions are cost prohibitive. The
SRI futures allow the stakeholders to take the opposite position if they believe that the prices
do not re�ect fundamentals, thereby providing price discovery and resulting in more e�cient
markets and better allocation of capital.

There are also information aggregation issues. Establishing a link between the revenue gen-
eration capability of franchises and various other macroeconomic variables necessitates the com-
pilation of signi�cant raw data in attendance �gures, ticket prices etc. Not only is this time
consuming, some parameters, such as the ticket prices are just estimates. The demand by big
networks is somewhat observable through the announcements of the deals, but multi-year deal
numbers provide neither the granularity at a speci�c location, nor at a speci�c time. An index
could serve as a useful summary statistic that re�ects how di�erent factors interact with each

22Ibid.
23Sports Illustrated, March 14, 2011.
24http://www.theatlanticcities.com/jobs-and-economy/2011/10/7-cities-most-lose-nba-lockout/371/
25Bloomberg Businessweek, October 24-October 30, 2011 issue.
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other, as opposed to observing separate data for each factor.

2.3 Portfolio Management

Portfolio management is not at the forefront as a regulatory requirement like risk management
and price discovery, but from a practitioner �nance standpoint, it is equally important. In-
vestors and asset managers are constantly on the lookout to diversify risk using asset classes
that are not highly correlated with other markets. Commodities, such as metals and agricul-
tural commodities, for example, proved to be an important asset class that have low correlations
with traditional asset classes, such as equities and �xed income. However, it is important to to
perform an additional step and see whether the low correlations hold up in di�erent market envi-
ronments. Indeed, during the 2008 recession all asset classes seemed to move together. As Kang
(2012) noted, while generally commodities have low correlations with traditional asset classes,
commodities' correlations spiked during the crisis, especially with equities.

Sports could play a meaninful rule in asset allocation and diversi�cation of risk. What is
the correlation between, say, franchise values and broader market indices? Sports is believed
to hold up fairly well in recessionary environments.26 However, a true sports beta, potentially
an extremely valuable piece of information, is not calculable due to data limitations. Sports
contracts could also be alpha generators for asset managers.

The real promise of sports contracts, however, is to be an investment solution. Amenc and
Martellini (2012) argue that meeting the challenges of modern investment practice involves the
design of novel forms of investment solutions, as opposed to investment products, customized
to meet investor expectations. They also view he design of an e�cient asset class benchmark
to be orders of magnitude more important than the selection of managers who may or may not
outperform a poorly designed benchmark. An e�cient benchmark in a new asset class would
certainly be an important solution for the industry.

2.4 The Road Ahead

Clearly, sports is an area where there is a need for risk management and price discovery. Sports
products can also become an important tool in asset allocation. The SRI and SRI futures are
index applications that could satisfy all these needs. The next chapter describes the invention
and how the invention could fare in the areas of risk management, price discovery and portfolio
management.

3 The Sport Risk Index and the SRI Futures

3.1 The Sport Risk Index

The MLB Sport Risk Index has been designed to capture and re�ect the major components
of the inputs that are the drivers behind the revenue generation of a major league baseball
franchise. These variables re�ect the main channels through which professional sports teams
generate revenues and income and have been demonstrated by economics and analysis to a�ect
franchise value. A remark is in order. The primary goal of the Index is not to provide actual
�nancial valuations of franchises; but rather, the Index, as an indicator of the relative value of
each franchise, can be used as a measure of the factors that a�ect the revenue generating capacity
of a team, such as customer (fan) interest and loyalty to the team's brand. This is important
since the primary goal of the index is not to track the actual valuation of each team, but rather

26See, for example, "The Sports Industry's Resistance To Bear Markets," Moag & Company, Winter 2002.
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to provide risk management alternatives to various stakeholders in the sports industry whose
fortunes are closely tied to that of a speci�c franchise.

In the speci�cation that is developed, attendance, TV ratings, the existence of a same-league
team in the city, local pupulation, and local per capita income were determined to be the main
determinants for relative revenue generation capabilities of a franchise. Statistical analysis then
con�rmed the relevance of these factors. The following index formula was developed.

SRI = α+β1∗population+β2∗income+β3∗secondteam+β4∗attendance+β5∗TV ratings. (1)

This formula is not necessarily a permanent one. Considering that the product was developed
a few years ago, the analysis may need to be updated. This updated analysis may warrant
the addition or removal of certain paramateres. As such, di�erent leagues may have di�erent
variables in the speci�cation, or at a minimum, di�erent weights for the parameters. Therefore,
the speci�cation above is meant to give a preliminary idea only.

Using the index speci�cation above, the index was then back-tested for the 2006-2007 MLB
season during the development process. The graph in the appendix depicts the results for Arizona
Diamondbacks. A league-wide SRI was also developed using the individual team indices.

3.2 SRI and Risk Management

How can one use the SRI futures for hedging purposes? As mentioned above, a media company
enters into multi-year contracts and may not recoup its investment due to player scandals, a
decline in popularity, departure of a star player or labor strife. To hedge hat risk, the media
company could enter into a short contract, either for a particular team, or for the league in
general. The position is essentially an insurance on the investment. If the investment does not
produce the expected return, the short position in the SRI would mitigate the losses.

Similary, a corporate sponsor that signed a big stadium naming rights deal faces the risk of
declining attendance. A short position would mitigate the losses. While local businesses around
a stadium are unlikely to have similar exposure in absolute dollar terms, they may have a bigger
exposure in relative terms; a major decline in attendance, or the cancellation of games could
drive the business into a loss position. The loss itself may be a catalyst for other challenges, for
example, if the business has a loan from a bank, the bank may apply pressure on the borrower,
or deny a new loan application. Using SRI futures, the local business can achieve a smoother
cash �ow.

3.3 SRI and Price Discovery

The compilation and computation of the Index can greatly increase transparency with respect
to major league franchises and leagues. The calculation of the Index cqn provide information
with respect to changes in relative revenue generating business aspects of various franchises and
the leagues. The resulting cash price series (the SRI Index) can be used for various analyses,
including comparing data relative to a franchise over time, of one franchise to another, and
between a particular franchise and a league. The trading of futures contracts on the Index will
provide continuous pricing information between Index reset calculations and will provide pricing
with respect to anticipated, future changes in the Index.

As a result of this price discovery, businesses and investors will be provided with information
that they can use to help in their business decisions. By way of example, an increasing Index
may be used by a business located in the vicinity of a stadium as a basis upon which to plan
an expansion. Conversely, a declining Index may be used by a tenant in a lease negotiation as a
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basis for o�ering reduced rates during the next renewal period. In addition, the index provides a
dynamic mechanism to gauge future developments. Pricing information on the futures contract
would provide such entities with information with respect to the anticipated future direction of
the Index, providing valuable pricing information additional to that provided by the Index itself.
As an example, had the SRI been live during lockouts, it presumably would have re�ected how
likely a lockout is and how negotiations were faring. This information would have been quite
useful to the industry stakeholders to make better decisions and allocate capital e�ciently.

3.4 SRI and Portfolio Management

As mentioned above, sports is believed to hold up fairly well in recessions. However, absent a
continously calculated index, these analyses are not as robust as those performed for other asset
classes. The publication and dissemination of the SRI would make these analyses much more
robust and it would be possible to calculate a true sports beta. Asset managers can then decide
what role can the SRI futures play in asset allocation during recessionary periods and normal
periods.

While the SRI has immediate appeal in the U.S., global versions of the Index is likely to be
developed. The global sports industry is growing faster than overall GDP.27 Naturally, however,
the growth rates are di�erent depending on sports and geography.28 Therefore, to the extent that
growth in sports industry is correlated with franchise values, sports contracts can be welcome
additions to investor portfolios and customizations are possible depending on sports and/or
geography. In certain cases, the composition of a retirement portfolio could also have some
exposure to sports, and franchise values in particular.

More broadly, the SRI signi�es the development of a benchmark in an asset class that is
non-existent today. Evaluating the benchmark against other industry benchmarks would also
result in new insights.

Admittedly, it is impossible to predict what will happen and how this asset class will be used
by the participants. However, the �nance industry thrives on new data that, in turn, generates
new insights and new solutions. If the SRI becomes a widely accepted benchmark by the industry,
additional innovation will follow.

4 Determinants of Contract Success

The success of a contract depends on a variety of factors. Before the contract even starts trading,
a regulatory approval needs to be obtained from the CFTC. 29 Assuming regulatory approval is
obtained, a new contract still faces signi�cant market risk. A promising concept does not always
translate to highly liquid markets. A case in point is the S&P Case-Shiller Home Price Indexes.
The indexes were originally conceived by Karl E. Case and Robert J. Shiller in the 1980s and
measure home prices based on recorded changes in home values and a repeat sales methodology.

The indexes had great potential. First, they o�ered a penetration opportunity into an un-
tapped asset class that is the second-largest in the U.S.30 A diverse group of participants includ-
ing homeowners, builders, bank, lenders, holders of mortgage portfolios and municipalities were
thought to be likely hedgers.31 Essentially no risk management tools existed for the housing asset

27The Sports Market: Major Trends and Challenges in An Industry Full of Passion, A.T. Kearney.
28Ibid.
29The avenue of self-certi�cation may be available to a designated contract market, but the CFTC is likely

to use its discretion subject to the relevant Commission Regulations and request a review. The SRI futures are
therefore likely to go through an approval process.

30CME Housing Futures and Options. Frequently Asked Questions.
31Ibid. See also Rausser and Bryant (2004).
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class. Despite the potential, the housing futures were not a great success. To be fair, it is to early
to arrive at a conclusion. The index gets some attention in the press and the trading volume
was 83% higher in 2012 than for 2011. In 2012, a total of 357 contracts traded with a notional
value of approximately $10 milllion.32 The 2011 volume was 195 contracts. Nevertheless, some
volume challenges remain and market observers commented that it's still a far cry from a level
that would entice some institutional account activity "from putting their toe in the water."33

More broadly, contract success remains elusive. A study by the CME Group found that only
0.4% of the new o�erings between 1999-2010 exceeded 25 million contracts in 2010, which the
study characterized as �grand slam� products. The �homers�, another 0.2%, traded between 10
million and 25 million contracts. 29.3% of all new product introductions traded zero contracts in
2010. Clearly, new product introduction is a game that produces a few winners, and a lot of losers.
Moreover, the grand slams were, without exception, extensions of existing contracts, such as e-
mini versions of existing contracts (CME's Emini Nasdaq-100, CBOT's E-mini DJIA), options
on existing contracts (NYMEX's Euro-style options on natural gas futures), or reformulations
of the delivery speci�cations associated with previously existing contracts (NYMEX's RBOB
gasoline futures,CBOT Ultra T-bond). As the study put it, evolutionary contracts seem to pay
better than revolutionary new products.

Therefore, generally speaking, the odds are stacked against a new contract, and perhaps even
more so for a new asset class. With these precautions in mind, I discuss below some speci�c
factors that determine the success of a product and evaluate the SRI futures against these criteria.
These factors are extensively discussed in Carlton (1984), Corkish et. al (1997), Sander (1973)
and Rausser and Bryant (2004).

4.1 Uncertainty & Variability

Uncertainty is the lifeblood of futures markets. As Carlton (1983) observed, if there were no
certainty, there would be no need for futures markets. Uncertainty creates an incentive for a
futures market because some people may wish to avoid risk while others may be willing to bear
risk and because people may have very di�erent beliefs about likely future spot prices, they may
be willing to bet on their beliefs.

Rausser and Bryant (2004) call this factor�impetus to trade� and argue that there must exist
a signi�cant degree of uncertainty, as it motivates the activity of both hedgers and speculators.
However, as they caution, uncertainty is di�erent from variability. Variability that is perfectly
predictable does not translate to uncertainty.

One macroeconomic indicator that creates uncertainty is in�ation. Carlton (1983) �nds that,
other things constant, each 1% increase in in�ation is associated with a 9% increase in trading
in oats futures, a 6% increase in wheat and corn futures, and no statistically signi�cant e�ect
in soybeans futures. In�ation presumably creates signi�cant uncertainty for other industries, as
well, and this insight led to the creation of the Consumer Price Index (CPI) futures. However,
the CPI futures failed. Horrigan (1987) provides the story of the CPI futures, and cites, among
others, the lack of uncertainty in that time period as one of the major reasons for the failure.

In the sports market, there is no price uncertainty in the classical sense, but there is revenue
uncertainty. As the examples above showed, uncertainty in the value of franchise, or rather,
uncertainty in the parameters on which revenue generaton capability of a franchise depends
could be quite signi�cant for sponsors, advertisers, and local businesses. Lockouts also create
major uncertainty. Moreover, lockouts could have lasting impacts even after they ended, creating
residual uncertainty. Horowitz (2011) observed that in the MLB, average attendance levels did

32http://homepricefutures.com/blog/?p=2167 Accessed on January 14, 2013.
33Ibid.
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not go back to the 1994 levels until 2006 and the popularity of baseball has never been as high
as 1994. Thus, even if revenues get back to track after the lockout ends, lockouts could create
popularity declines relative to other leagues as fans's preferences could change over the long term.

A robust SRI history is not available for the purposes of understanding the variability of the
SRI. Nevertheless, some insights could be gained from the backtesting. From October 2006 to
October 2007, 11 of the 29 MLB teams on which data was available has double-digit percentage
changes in the index, with three teams having index changes over 20%. Thus, the preliminary
results suggest that the SRI is likely to have su�cient variation. Extreme events such as the
cancellation of games due to a lockout are likely to produce even bigger variation.

4.2 Trader Base

Carlton (1984) mentions vertical integration as an important feature that may increase or de-
crease the need for futures markets. A vertically integrated �rm nets out the risk through
intercompany transactions. If the same transaction happens between two unrelated parties, then
both sides may want to use the futures market to manage their risks.

Speculative appeal is also important. While speculation is often viewed as evil, it is often
forgotten that it is excessive speculation, not speculation per se, that harms public interest.
Speculation is a necessary function that provides liquidity thereby allowing the proper functioning
of the markets.

Finally, a large underlying market is important. The more signi�cant the risks are, the more
hedging will follow. Clearly, risks are important to di�erent parties for di�erent reasons. A big
media or stadium naming rights deal is signi�cant in absolute terms. The small local business
may not have that much at stake, but if half of the revenue may be lost if attendance declines,
the risk is a major one.

Sports is a fairly disintegrated industry with a diverse group of stakeholders that includes
big media companies, corporate advertisers and sponsors, and local businesses in addition to the
teams and the leagues themselves. In general, there are competing interests and there exists a
big market that creates a need for risk management.

Speculative appeal is likely to be existent. There is already a big speculative interest on the
performance of sports teams. In addition, as the Green Bay Packers stock o�ering showed, fans
have an interest in their teams. The o�ering was successful even though the stock does not come
with regular rights arising from common stock ownership. The fan interest is also manifested
through other channels. In the 2011-2012 season, 22 of the top 25 TV programs were sports.34

The most viewed program was the SuperBowl XLVI between the New York Giants and the New
England Patriots with the TV audience reaching a record 111.3 million viewers.35 The cost of
Superbowl ads, responding to the higher demand, has increased 59 percent between 2001 and
2012 with advertisers paying $3.5 million dollars per spot in 2012.36

The success of ESPN is further proof of the power of sports. The Bristol-based company
is expected to generate $8.2 billion in revenues.37 Rein et al. (2006) observe that with its
portfolio that spans across TV channels, over 700 a�liated radio stations, a magazine, a web site,
restaurants, and an award show, the ESPN empire became a major force in the industry. Shiller
(2005) considers sports as the only other regular generator of news that can create comparable
scale to �nance, and observes that �nancial news and sports news together account for roughly
half of the editorial content in newspapers.

34TV Basics, TVB Local Media Marketing Solutions, June 2012.
35http://www.reuters.com/article/2012/02/06/us-superbowl-tv-idUSTRE8151Q020120206
36http://news.yahoo.com/rising-cost-super-bowl-commercials-numbers-114900544.html
37Bloomberg Businessweek, September 3-September 9, 2012 issue citing research by SNL Kagan.
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These observations are promising and signal that the product may be demanded by spec-
ulators. A word of caution is needed, however. Speculative appeal is needed to the extent
it allows a healthy market. Every e�ort should be taken to ensure that speculation does not
become excessive. On the regulatory side, this could be established through anti-excessive spec-
ulation measures such as position limits, stringent margin requirements and the like. Education
also becomes extremely important, and potential participants should fully understand the risks
involved.

Finally, another important consideration is contract size. The hedging audience is quite
diverse with a combination of big and small businesses and it is important that the contract
appeals to both segments. Undoubtedly, the market will evolve according to the market needs.
It remains to be seen whether an optimal one-size-�ts-all approach is viable. Alternatively, a
contract bifurcation in size a la E-mini may be the optimal solution.

4.3 Unhedged Risk

A successful question every contract developer should ask is this: what does this contract do
that current alternatives do not accomplish? From a risk management standpoint, the relevant
question is what market-based tools exist today that can provide a hedge, however imperfect.
The non-market question is what other alternatives are available to mitigate the risk.

Regarding the former, Carlton (1983) argued that the rye futures by the Chicago Board of
Trade did not survive as they were redundant and the loss from managing the risks via other
grain futures markets was minimal. High correlation with existing contracts is not necessarily a
recipe for failure though. First, a large underlying market becomes important; if the market is
so large, there can be enough interest to support two separate futures markets even if they are
highly correlated. Second, even perfectly correlated products could co-exist to the extent that
they cater to di�erent audiences. Rausser and Bryant (2004) give the example of the E-mini
contracts as a very successful complementary product. They note that correlation didn't matter
in this case because the smaller contract size provided relief from the contract lumpiness problem.

Generally, then, the broader point is not correlation but the existence of unhedged risk. Low
correlation matters only to the extent it is a proxy for unhedged risk. Du�e & Jackson (1989)
and Cuny (1993) show that new contracts that allow for hedging of previously unhedgable risks
will be popular. Corkish et. al (1997) perform an empirical analysis using LIFFE contracts and
their results also agree with the theoretical prediction that unhedged risk drives contract success.

Clearly, no market-based tools exist today to manage sports-related risks. Yet, this, per se,
does not imply that there is signi�cant unhedged risk in the marketplace that would translate to
liquid markets, since it is still possible that non-market based tools are providing su�cient risk
management to the industry. Therefore, a discussion on non-market based risk management in
the sports industry is in order.

Carlton (1984) notes that ultimately futures are a way of shifting risks and to the extent
there are alternatives available to shift risk, the need for a futures market may be diminished.
Speci�cally, he gives the example of a risk averse grain elevator operator who stores wheat could
a) store a portfolio of grains b) sell shares in the equity market and let the stockholders diversify
away the risk c) diversify into other lines of business. For a variety of reasons, these alternatives
are not available to the sports industry participants.

Regarding the �rst option, there are certain companies that own multiple franchises in di�er-
ent leagues, such as the Madison Square Garden, Inc. Similarly, some individuals own multiple
franchises in di�erent leagues, such as Stan Kroenke, who owns or has a share in the Denver
Nuggets of the NBA, Colorado Rapids of Major League Soccer, Colorado Avalanche of the NHL,
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and St. Lois Rams of the NFL.38 Yet there are also restrictions. The NFL cross-owner policy,
for example states that "No person who owns a majority interest in � or has direct or indirect
operating control of � an NFL member club may own or acquire any interest in a club in an-
other major team sport (baseball, basketball, and hockey) except for a club located in a.) His
NFL club's home city, or b.) A non-NFL city that is not a potential NFL city." The ownership
restrictions aside, it is not economically feasible for the average small business to diversify across
franchises anyway, as the transactions in the underlying itself are very cost-prohibitive. The SRI
futures provide exposure to an important asset class without incurring the di�culties of actually
executing sports franchise transactions.

Generally speaking, sports franchises do not go public in the U.S. As such, teams are not
shifting risks to the shareholders. On the �ipside, stakeholders who have an exposure to franchise
values cannot use the equity markets to manage their risks.

Finally, diversi�cation into other businesses may be cost-prohibitive. As an example, the
restaurant owner can certainly open another restaurant in a di�erent location; however, this
requires capital. It is much easier to manage risk through capital markets.

Yet another possibility is to manage the risks contractually. For example, the media compa-
nies can receive an automatic contract extension from the major leagues if a lockout results in
the cancellation of games, or an entire season. While such contractual measures can be helpful
in mitigating the risks, they are not substitutes for market-based risk management. First, it
is impossible to stipulate all the possible contingencies in a contract. The lockout may be an
obvious risk, and may be written into a contract, but there are a variety of other factors that
could hurt the media company's investment, such as a decline in the popularity of the league
or a decline in the purchasing power of the consumer. Moreover, while a major network may
be able to blend that risk into a diversi�ed portfolio, immediate cash �ow may be much more
important to a smaller, niche network. The Canadian CBC Television network, for example,
reported that it may lose up to $200 million annually, and one-third of its audience due to the
NHL lockout.39 Second, only market-based contracts can provide a continuous price information
to the markets on which decisions can be made. A potential lockout, for example will be priced
into the contracts before the lockout actually happens, allowing the risk bearers to reallocate
resources.

In sum, a legal contract addresses a �xed number of contingencies, whereas an index provides
continuous price information on which real-time decision can me made. Therefore, contractual
management of risks in the sports industry is unlikely to be su�cient. More generally, the
prevalence of index contracts attests to the power of index-based �nancial tools from a risk
management standpoint.

5 Conclusion

This paper has argued the time has come for sports to be acknowledged as a new asset class.
One index application, the Sport Risk Index has been described. The SRI futures is a promising
innovation that, if approved by the regulatory agency, would help the industry participants
manage risks, provide price discovery in an opaque industry, and have a meaningful role in asset
allocation. Many contract proposals generally can make a similar case, however, and many
still fail. Recognizing this, I performed a deeper evaluation of determinants of contract success.
Speci�cally, I analyze uncertainty, potential trader base and the level of unhedged risk within the
sports industry. Based on this analysis, I conclude that the SRI futures have signi�cant potential

38http://www.nytimes.com/2010/01/15/sports/soccer/15owner.html
39http://www.tvrage.com/news/2779/study-already-hit-hard-by-lockout-cbc-could-lose-nhl-rights
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and can be a valuable tool for the industry.
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