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Erik Averill (00:01):
Welcome to the MLB Draft podcast. I'm your host, Erik Avrill, certified financial planner, certified private wealth advisor, former pro athlete and the cofounder of AWM. I'm joined by my cohost, former major league baseball pitcher and certified financial planner Travis Chick. Our goal on the MLB Draft podcast is to provide you with the roadmap to successfully navigate the MLB Draft and becoming a professional athlete. You're going to hear from scouting directors, GMs, agents, former and current players, elite performance coaches, and of course leading financial experts. What is traditionally seemed like a black box we are going to bring to light the critical details you need to know to help you make the decisions that are in your best interest. So with that, let's jump right in.
Erik Averill (00:56):
Travis, welcome back to the podcast.
Travis Chick (00:58):
Yeah, it's exciting to be back on, but obviously we've had a little hiatus with this whole coronavirus deal, but ready to get some good information back out to these people.
Erik Averill (01:05):
Yeah, we got to give the people something to hope for. We don't know when the draft is going to happen, but we know baseball will be played again. And so this information, hopefully number one is always going to be relevant. But two could also just give us something fun to talk about in the midst of just uncertain times. So definitely the most exciting topic I'm sure that's going to get people fired up is let's talk about taxes.
Travis Chick (01:32):
Aren't they fun?
Erik Averill (01:35):
Nice. Well I think with that being said, it's actually the sentiment that that why this topic is so important is nobody enjoys paying taxes. We know this is, whether you're a parent listening or an agent or a scout or a player is, we all know when we get paychecks, all of a sudden you look at it and you go, "Oh my goodness, half of my paycheck is missing."
Erik Averill (01:58):
And so what we want to tackle today is when it comes to the draft, specifically around your signing bonus, how do we make sure that you pay the least amount of tax? And we've all heard it said that it's not a matter of what you make, it's a matter of what you keep. And so to translate that for the draft player, it's not a matter of what you sign for, but really what you put in your pocket after tax. And so the ultimate goal isn't just the gross amount before taxes, it's the net amount. How much can we actually get in your pocket after taxes? And so Travis, walk us through what are just even the basics of how a signing bonus gets paid out once a player's drafted.
Travis Chick (02:37):
Well, there aren't really any basics because contrary to what most people think, you can actually negotiate it pretty well. But generally speaking, you receive a gross amount that's part of the negotiation and then it becomes pretty complex in how that number's paid out to you. So we're going to put this link actually in the information, but there's actually a link that gives a real world example of some options on how a $5 million bonus could be paid out. And we're going to use 5 million just to kind of keep it simple. But, taxes can vary greatly based on a number of things. Number one would be contract language, we'll get into that in a little bit. Team assignment, so where you get assigned once you actually signed in both the first year and the second year are very important. Residency, which we'll dig into a little bit.
Travis Chick (03:23):
And then actually the structure of the bonus, which is what I'm going to talk about now. And so if you can kind of pause the podcast for a second, you can click on the link that's going to be in the bio there. You'll see in real time example what we're going to talk about. So this example of $5 million bonus paid out in year one, option two would be two and a half paid in year one, two and a half and paid in year two. Option three would actually be four and a half paid in the first year and then only 500,000 paid in the second year. We're going to assume that the Atlanta Braves take you and give you this $5 million. They assign you to their rookie league team in Florida the first year and then Rome, Georgia the second year, and we're going to assume that you're a Florida resident.
Travis Chick (04:03):
So the purpose of that is just to not have to pay the state income tax in Florida, which we'll get into. But what you'll see there is an actual net total tax that's paid in those three examples using those assumptions. Ironically enough, the 50, 50 split, which is probably the most common for people that don't actually plan for taxes, is actually the least advantageous decision that you could make. It results in the most amount of tax that you would pay. So if you split it up, it's just a $5 million bonus in year one, you would pay about 1.934 total tax. If you split it up 50, 50 you'd pay a little over 2 million. So saving almost a hundred thousand dollars, it's a lot of money and it's substantial. $100,000 means a lot to the average person. Right?
Travis Chick (04:53):
And then if you do four and a half. You take advantage of some of the graduated tax scales, four and a half in first year 500 and the second year actually reduces that total tax, a few thousand dollars. So yeah, it's a pretty substantial number, but that's the purpose of advanced tax planning. This isn't just filing your taxes, it's actually planning for taxes.
Erik Averill (05:13):
Travis, that was super helpful and I love that we have an example accessible for all the listeners that they could go to our blog and to walk through. And one of the themes throughout the years is we've had these conversations multiple times with families prior to the draft and everybody gets really committed and says, "Hey, yeah, we're going to make sure this happens." But then the draft arrives, it gets emotional, it happens quick, you get drafted and then the team, you guys come to an agreement quickly on the gross amount and then all of a sudden it's like, "Oh, I ended up with a 50, 50 split." Can you talk a little bit about whose role this is when it comes to making sure this after tax planning gets done? Is this something that players should be relying only on their agents for in our experience? Is this something that all 30 teams are open to? Can you shed some light on that?
Travis Chick (06:11):
Yeah, for sure. So you would hope that your agent at least consults with a CPA, a certified public accountant that is actually qualified to make tax recommendations. But it is ultimately not their responsibility and because they're not, they don't have a vested interest in how you're actually paid out in your net amount. Their interest is number one and period hard stop is getting you the very most amount of money on a gross number. So, in that example number one that I talked about, that $5 million bonus, their goal is to maximize that hard number of $5 million. Once they've gotten to that point, they should do the right thing and consult with a CPA that's qualified. And there's really two types of CPA's, right? The two types of CPA's are the ones that file taxes and then the ones that plan for taxes.
Travis Chick (07:00):
And what I mean by that is kind of like I said earlier on another podcast, the people on this podcast are actually very qualified to make the right decisions when it comes to selecting people to give them advice on their money just like they would if they're have an injury, they can go out and source out the best in the industry. It's extremely important to have a CPA that's actually qualified to do planning for the next two years and of course beyond, but planning for this money now, having a CPA that understands multi-state taxation because where you're going to play because of the contract language that's in there, and we'll talk about that in a minute. Having somebody that can be proactive and understand how and where the teams are going to assign the players, but it's not the agent's job to negotiate how the players are going to be taxed. It's the agent's job to help you find the people that are qualified to do that for them.
Erik Averill (07:54):
That's great. That's helpful. And what we've seen is the best agents do this, right? They will rely on firms like us. I can't tell you how many times we've actually helped agents with players that aren't even our clients. And that's just because of the great relationship that we have. Over the years we've had an opportunity to, I think last time we checked among our client base, they're represented by 28 different agencies. And so the other thing is we see the good, the bad and the ugly. We know who's actually trying to implement this advice because the next point is there's 30 teams and make no mistake about it, this is a piece of the negotiation. It's not the end all be all, but it is a very important factor. And so from our experience, out of the 30 teams, there's only been three teams that have been putting their heels into the ground saying, absolutely we will not negotiate, the other 27 teams, we've had over 50 first round draft picks that we've done this for.
Erik Averill (08:55):
And so we know which teams do or do not negotiate when it comes to this. And so it's very important that you don't allow someone just to tell you, "Hey, you know we tried but they won't do that." It really becomes the responsibility of the family and the player to drive hard on this. And one of the best ways to do that is to be proactive, to not wait until draft day to say, "Oh what are we going to do about the taxes?" And they, the comment becomes, "Oh I've asked but they won't negotiate." The only way to make sure that this is going to be done is to hire a qualified CPA and financial team well in advance of the draft where you set up a phone conversation between your financial team and your agent to make sure everybody is on the same page and understands their roles.
Erik Averill (09:45):
Because at the end of the day, we all work for you, the player. You as the player are the one who are paying us, you are going to pay 5% of your signing bonus to your agent. So in that example where you signed for $5 million, you are going to stroke a check for $250,000 to your agent. They work for you. Same way on the financial side is you pay for our services. And so it's very important and it's a hard shift for a young player or a family to have, but ultimately we're in service to you to help you get the best result and I think that's super important. Travis, I want to jump into some of the nitty gritty detail before we end this podcast. Specifically around team assignment and residency. This is the one area where there's the most confusion. How is my bonus taxed? Is it where I live? Or where I get assigned to? And how important are those individual tax rates in those States? Can you shed some light on that for me?
Travis Chick (10:44):
Yeah. For sure. But I think also, you know what's actually very interesting, I'd like to start this part of the conversation on is the fact that despite how this is framed as a bonus, it's actually not considered a bonus as it pertains to the IRS. And what I mean by that is, so to constitute a true signing bonus, it has to meet basically three criteria, three conditions. Number one, it can't be conditional on the playing any games for the team. Number two, it has to be payable separate from any other compensation. And then number three, it is not a refundable payment. And so unfortunately because of the way the contract is framed, one, there's what's called an abandonment clause. And so what that says is that if a player fails to report for or abandons a club without permission and is absent from the club for a material portion or for at least two weeks of any playing season during that minor league uniform contract, the player shall relinquish or forfeit any right to and the club shall be not obligated to pay.
Travis Chick (11:46):
And the player shall immediately return and refund to the club and it goes on to a little bit more language. So basically two of three conditions immediately are excluded from being able to be taxed as a true signing bonus. And those are, they're conditional on playing games and that they're not refundable. And so because of that, now you have three very important issues that come up. Right? Number one is team assignments. So because they are conditional, so many of the rookie league teams now are actually assigned in some of these very high state income tax States as an example would be Oregon, which has 9.9% state income tax. New York is about 8.8, Vermont 8.95, New Jersey 8.97. So this comes into that New York, Penn League and the most of the Northeast is well over 5% so you can see right away how navigating through the complexity of the structure of the bonus.
Travis Chick (12:40):
If you get assigned to one of these short season teams in these high state income taxes, having advanced tax planning is extremely important. The next part of that, because it's not a true signing bonus, your state residency is actually going to come into factor when you go to file your income taxes and where you can have a dramatic impact on the overall taxation is under that new tax cut jobs act despite the reduction in what's called the salt deduction. Now having, which is now that tax of jobs acts, property and sales taxes limited to $10,000 where you're a resident. So despite that reduction of the ordinary standard income tax of 37% from 39% if you have that residency or that team assignment in some of those higher state income taxes, you could actually result in a higher tax rate than what you had before. And so a lot goes into planning for not only where you're going to be taxed, but when you're going to be taxed in some of those States.
Erik Averill (13:42):
That's great Travis, and super helpful. And so just to summarize, the takeaway there is where you're a resident of it absolutely matters. We had an example last year, right? Of the first overall pick who was an Oregon resident. We're able to plan him out of Oregon. His agent did a fantastic job of making sure that he was assigned to Florida in both years ended up saving him I think North of $700,000 and so that's real money on the residency thing. We're not going to jump too much into detail today, we'll do a separate podcast on that. But that's probably one of the topics where there's the most misinformation and it's something you don't want to screw up because there's penalties and interests that come along with it if you don't do it the right way. But where you're assigned is going to be one of the biggest determinants on how you're taxed.
Erik Averill (14:31):
And so with all of that being said, as Travis just broke down, is it takes proactive planning. There is a lot at stake here, right? This is real money and back to Travis's example, that hundred thousand dollars that you save off of your signing bonus based off of your age. It's really the opportunity costs. It's not just a hundred thousand dollars, if we use the simple rule of 72 where that money doubles every decade at a 7.2% return, you're talking a hundred thousand turns into 200, 200 turns into 400, 400 turns into 800, 800 turns into $1.6 million if you take that money and save it for retirement. And so this is powerful decisions that should be proactively made. And so what we'll leave you for the takeaways is first and foremost is the great news is if you're listening to this podcast, you have plenty of time to get the right players in place on your team.
Erik Averill (15:27):
So first you need a certified public accountant. You need a financial team that has experience doing this and your agent should have no issue working with an independent financial team. If they give you pushback or they say, "Hey, I've got a guy." That should be a red flag that flips up and goes, wait a second, why is there an issue with me wanting to hire a independent financial expert to help me and be a part of my team? And so just remember that. And what I would say is to Travis's point, and it's like the medical profession. Nobody can be an expert in everything. It doesn't mean somebody not great in their specific field, but you want to have specialized expertise. And so we love the saying around here that you should trust but always verify and the best way to verify is to request from both your agent and from the financial team and say, "Can I please see a copy of a contract from last year's draft where you guys actually negotiated this signing bonus and structured it in the most tax efficient way."
Erik Averill (16:29):
And so we've got an example on our blog of what that would look like. And if they're not willing to produce that, that should be another red flag that really how important is this type of planning in that agency situation. And so we really appreciate the time that you guys have spent with us today. I know this is a super complex topic. Like I said, we have resources on our blog and I know Travis and I both would love to hear from you guys to walk you through your specific situation and so until next time, stay happy, stay hungry and we'll catch you on the next episode of the MLB Draft podcast.
Erik Averill (17:11):
Hey, thanks so much for listening to today's show. We hope that you enjoyed it. Our goal here with the MLB Draft podcast is to make this the go to resource for all families and athletes looking to take their career to the next level. And so this show really is all about you and we would love to hear from you. Are there any questions you have, topics that you would love for us to cover? Please do reach out. You can shoot us an email at Erik@athletewealth.com or Travis@athletewealth.com. Of course you can find us on social. We're on all the major platforms @athletewealth and if you'd like to set up a phone call with us, you can reach us by going online to athletewealth.com and you'll see right at the top of the page, there's a button where you can schedule a call directly with us. And so we would love to hear from you and until next time, stay focused, stay hungry, and be a pro.
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