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EXECUTIVE SUMMARY 
 

NEW YORK RACING ASSOCIATION, INC. 
AUDIT OF THE ANNUAL FRANCHISE FEE 
FOR CALENDAR YEARS 2000 AND 2001 

 
SCOPE OF AUDIT 

 
he New York Racing Association, Inc. (NYRA) is a not-for-profit organization 
franchised by New York State to conduct racing and pari-mutuel wagering at 

the State’s three major thoroughbred racetracks: Aqueduct, Belmont Park and 
Saratoga.  The amounts wagered on races held at these tracks are subject to a 
special State pari-mutuel tax.  In 2001, the State’s revenue from this tax totaled 
about $10 million.  Capital improvements at the tracks may be funded by loans 
received from the New York State Thoroughbred Racing Capital Investment 
Fund.  The loans are to be repaid, in part, from the annual franchise fee 
assessed on NYRA by the State.  This fee, which is to be calculated in a manner 
prescribed by the State Racing Law, is generally a portion of NYRA’s net income 
for the year and may include certain other amounts.  Upon the expiration of 
NYRA’s franchise, title to the three tracks transfers to the Capital Investment 
Fund.  As long as NYRA maintains the franchise, it is required by the Racing Law 
to operate in an economical manner.   
 
Each year, NYRA reports its calculation of the annual franchise fee.  The Racing 
Law requires that the fee be certified by the Office of the State Comptroller.  Our 
audit addressed the following questions about NYRA’s financial operations for 
calendar years 2000 and 2001 (At the time of our audit fieldwork, complete 
information for 2002 was not available.):   
 

• Do adequate controls exist over NYRA’s financial reporting operations, 
and does NYRA staff apply the statutory franchise fee calculation 
methodology accurately?  

 
• Is NYRA adhering to sound budgetary and financial operating practices? 
 
• Are NYRA expenses, which are included in the franchise fee calculation, 

ordinary and necessary to NYRA operations, and supported by sufficient 
documentary evidence? 
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AUDIT OBSERVATIONS AND CONCLUSIONS 
 

e determined that the franchise fees calculated by NYRA for 2000 and 
2001 were understated by a combined total of at least $11.6 million and 

perhaps as much as $15.3 million.  We also concluded that weaknesses, control 
deficiencies and compliance issues existed over NYRA’s wagering revenues, 
budgeting process, and its operating expenses. 
 
NYRA reported total wagering revenue of $3.3 billion for 2000 and $3.5 billion for 
2001.  If the amounts reported by NYRA are to be relied on, they must be 
supported by an appropriate system of internal controls.  However, recent 
investigations found that serious weaknesses existed in controls over NYRA’s 
revenue.  In fact, these investigations identified criminal activities involving 
NYRA’s revenue. The State Attorney General’s Office determined that, during 
calendar years 1998 and 1999, NYRA Mutuel Department employees routinely 
misappropriated cash that they handled.  For example, cash shortages were 
common among tellers.  In addition, tellers performed money laundering to 
exchange wagering receipts for funds from criminal activities.  The control 
deficiencies contributing to these problems were found to exist during our audit 
period. The amounts of misappropriated and mishandled revenues discussed in 
the investigations, though not definitively determined, were immaterial in relation 
to NYRA’s multi million dollar annual revenue.  However, any inaccuracy in 
NYRA’s reported revenue results in a dollar-for-dollar inaccuracy in the franchise 
fee.  Given these circumstances and other facts that came to our attention during 
the audit, we did not rely on NYRA’s internal controls and we performed 
additional audit tests to assess the accuracy of NYRA reported revenues.  These 
tests included reconciling selected bank transactions to NYRA’s books of record, 
comparing bank deposits to reported revenues and performing a trend analysis 
of NYRA’s reported revenues since 1997.  These tests did not provide any 
indication of further misappropriation or mishandling of NYRA revenues. 
However, given the investigative results and the related deficiencies in NYRA’s 
internal controls, we conclude that revenues may be understated.  Therefore, our 
audited calculation of the franchise fee may be conservative. (See pp. 5-7)  
 
NYRA’s net revenues have steadily increased since 1997.  However, NYRA’s 
overall financial condition has deteriorated, because its operating expenses have 
increased by a greater rate than its net revenues.  As a result, NYRA’s 
accumulated deficit grew by 21 percent, increasing from $42.5 million at the end 
of 1997 to $51.5 million at the end of 2001.  NYRA’s operating expenses are to 
be controlled through a formal budgeting process specified in the Racing Law.  
However, NYRA did not fully comply with this process.  For example, there was 
inadequate evidence that NYRA’s Board of Trustees formally approved its annual 
operating budget, as required by the Racing Law.  In addition, during our audit 
period, NYRA’s actual operating expenses exceeded the budgeted expenses, 
which NYRA asserted were approved by the Board, in most of the major expense 
categories used by NYRA.  We recommend that NYRA improve its budgeting 
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practices, develop a formal plan for improving its financial condition, and actively 
monitor the progress made in achieving the plan.  (See pp. 9-14) 
 
We also recommend that NYRA suspend financing its discretionary supplemental 
pension plan that may not be appropriate for an entity in poor financial health, 
like NYRA.  We determined that most payments from the plan, which totaled 
$459,139 during our two-year audit period, went to just five individuals, who were 
paid $352,369.  (See pp. 12-14) 
 
NYRA reported a franchise fee of $6.1 million for 2000, including a $2 million 
allocation to stakes and purses, and a franchise fee of $0 for 2001.  We audited 
these amounts and determined that the franchise fee for these periods were 
understated by a combined total of at least $11.6 million, and perhaps as much 
as $15.3 million.  The fees were understated because some expenses were 
overstated, and certain adjustments required by the Racing Law were not made.  
For example, for calendar year 2001, NYRAs actual operating expenses when 
compared to allowable expenses were such that, pursuant to statute, the 
franchise fee should be increased by $10.9 million.  We recommend that NYRA 
correct the errors that caused its franchise fees to be understated, and make the 
payments necessitated by the noted franchise fee adjustments.  (See pp. 15-19) 
 

RESPONSE OF NYRA OFFICIALS 
 

YRA officials disagreed with our observations and conclusions, and believe 
that no additional franchise fee payments for the period covered by the audit 

are due.  After careful consideration and review of NYRA’s response, we 
continue to believe our observations and conclusions are well founded, and 
supported by the evidence delineated in our report.  Accordingly, NYRA should 
remit the additional franchise fee obligation to the Capital Investment Fund as 
determined by our audit, and as required by law, and should take appropriate 
actions as recommended, to address the financial and operating deficiencies 
noted therein. 
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INTRODUCTION 
 

Background 
he New York Racing Association, Inc. (NYRA), organized in 
1955, is a not-for-profit racing association franchised by New 

York State to conduct racing and pari-mutuel betting at New 
York State’s three major thoroughbred racetracks: Aqueduct, 
Belmont Park and Saratoga.  NYRA’s franchise, which has been 
extended twice by the State Legislature, is scheduled to expire 
on December 31, 2007.  (If by March 1, 2004, the State Division 
of the Lottery certifies that NYRA is operating video lottery 
gaming at Aqueduct Racetrack, then the franchise is extended 
to December 31, 2013.)  At that time, unless the franchise is 
further extended, title to the three tracks transfers to the Capital 
Investment Fund.  To help NYRA maintain the physical 
condition of the tracks, in 1983 the State Legislature created the 
New York State Thoroughbred Racing Capital Investment Fund 
(Capital Investment Fund).  The Capital Investment Fund, which 
is financed by a portion of the revenue generated by races at 
the tracks, provides secured loans to NYRA for approved capital 
expenditures.   
 
In return for its exclusive franchise, NYRA is required to provide 
certain revenue to New York State.  Moreover, NYRA is 
required by Section 208 of the Racing, Pari-Mutuel Wagering 
and Breeding Law (Racing Law) to “take such steps as are 
necessary to ensure that it operates in a sound, economical, 
efficient and effective manner so as to produce a reasonable 
revenue for the support of (State) government.”   
 
NYRA’s revenue is generated primarily from wagering (also 
referred to as the “handle”) on races held at the three 
racetracks.  Some of this wagering is done at the track where 
the race is actually held (the on-track handle), and some is done 
at other locations, such as Off Track Betting parlors and other 
racetracks both in and out of state (simulcasting).  On-track 
wagering revenue is subject to a pari-mutuel tax assessed by 
New York State.  The tax, which totaled about $10 million in 
2001, is calculated as a percentage of NYRA’s handle.  This 
pari-mutuel tax revenue accounts for most of the revenue 
provided to the State by NYRA.  NYRA is also required to remit 
an annual franchise fee to the Capital Investment Fund as 
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repayment for prior loans, and any accumulated remittances in 
the Fund in excess of $7 million are to be transferred to the 
State’s treasury.  As of December 31, 2001, NYRA reportedly 
owed the Fund $64.6 million for prior loans and related interest. 
 
NYRA’s annual franchise fee is to be calculated in accordance 
with provisions stated in the Racing Law.  According to these 
provisions, the fee is to consist of NYRA’s entire adjusted net 
income for the calendar year, as defined in the Racing Law, less 
$2 million, which is to be allocated for horsemen’s purses and 
awards, which are paid to the owners of the winning horses.  If 
the adjusted net income for the year is less than $2 million, the 
entire amount is to be allocated for horsemen’s purses and 
awards, and no franchise fee to the Capital Investment Fund is 
to be paid for that year.  According to Section 208 of the Racing 
Law, NYRA’s fee is to be certified by the Office of the State 
Comptroller.   
 

Audit Scope, Objectives and Methodology 
 

e examined NYRA’s financial reporting operations, 
associated internal controls and selected supporting 

records for calendar years 2000 and 2001.  (At the time of our 
audit fieldwork, complete information for 2002 was not 
available.)  The objectives of our audit were to determine the 
adequacy of controls over NYRA’s financial-reporting 
operations; the accuracy of the methodology NYRA used to 
calculate the franchise fee; and the appropriateness of, and 
support for, the expenses used in the franchise fee calculation.  
In addition, we also assessed NYRA’s financial condition and 
evaluated the appropriateness of certain financial practices, 
such as financing NYRA’s Supplemental Employee Retirement 
Plan.   
 
To accomplish our audit objectives, we tested the internal 
controls in place over NYRA’s financial reporting systems; 
interviewed appropriate NYRA officials and staff; selected a 
sample of expense transactions and tax return deductions for 
supporting documentation, propriety and compliance with 
accounting principles and the Federal tax code; reviewed 
relevant statutes of the Racing Law governing the franchise fee; 
and consulted with interested third parties (the New York State 
Attorney General’s Office, United States Treasury Department, 
New York State Racing and Wagering Board, and New York 
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State Thoroughbred Racing Capital Investment Fund) regarding 
issues relevant to the franchise fee. 
 
We conducted our audit in accordance with government auditing 
standards generally accepted in the United States of America.  
Such standards require that we plan and perform our audit to 
adequately assess the financial-related operations included in 
our audit scope.  Further, these standards require that we 
understand NYRA’s internal control structure, and its 
compliance with those laws, rules and regulations that are 
relevant to the operations included in our audit scope.  An audit 
includes examining, on a test basis, evidence to support 
transactions recorded in the accounting and operating records, 
and applying such other auditing procedures as we see 
necessary in the circumstances.  An audit also includes 
assessing the estimates, judgments, and decisions made by 
management.  We believe that our audit provides a reasonable 
basis for our findings, conclusions and recommendations. 
 
We use a risk-based approach when selecting activities to be 
audited.  This approach focuses our audit efforts on those 
operations identified through a preliminary survey as having 
greatest probability for needing improvement.  Consequently, by 
design, we use finite audit resources to identify where and how 
improvements can be made.  Thus, we devote little audit effort 
to reviewing operations that may be relatively efficient or 
effective.  As a result, our audit reports are prepared on an 
“exception basis.”  This report, therefore, highlights those areas 
needing improvement and does not address activities that may 
be functioning properly. 
 

Internal Control and Compliance Summary 
 

ur consideration of NYRA’s internal control structure 
identified weaknesses, control deficiencies, and compliance 

issues over wagering revenue, NYRA’s budgeting process and 
determination of the franchise fee.  We provide details of these 
matters throughout the report.  
 

Response of NYRA Officials to Audit 
 

 draft copy of this report was provided to NYRA officials for 
their review and comment.  Their comments, as appropriate, 

have been considered in preparing this report, and are included 
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as Appendix B.  In addition, State Comptroller’s Notes in 
response to NYRA’s comments are included as Appendix C. 
 
NYRA officials disagreed with our observations and 
conclusions, and believe that no additional franchise fee 
payments for the period covered by the audit are due.  After 
careful consideration and review of NYRA’s response, we 
continue to believe our observations and conclusions are well 
founded, and supported by the evidence delineated in our 
report.  Accordingly, NYRA should remit the additional franchise 
fee obligation to the Capital Investment Fund as determined by 
our audit, and as required by law, and should take appropriate 
actions as recommended, to address the financial and operating 
deficiencies noted therein. 
 
Within 90 days after final release of this report, as required by 
Section 170 of the Executive Law, the Chairman of the New 
York Racing Association shall report to the Governor, the State 
Comptroller, and the leaders of the Legislature and fiscal 
committees, advising what steps were taken to implement the 
recommendations contained herein, and where recommendations 
were not implemented, the reasons therefor. 
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REPORTED WAGERING REVENUE 

 
YRA maintains a comprehensive computerized accounting 
operation, supervised by NYRA’s controller, which is used 

to prepare NYRA’s annual financial statements and tax returns.  
An elaborate chart of accounts details all of NYRA’s balance 
sheet and income statement items, including revenue from on-
track and off-track wagering.  If the amounts recorded in these 
accounts are to be relied on, they must be supported by an 
appropriate system of internal controls.  However, we concluded 
that NYRA’s controls over its wagering revenue were 
undermined by a number of serious weaknesses, identified by 
various law enforcement and regulatory bodies prior to the 
initiation of our audit. 
 
These weaknesses were recently revealed as a result of the 
following investigations and criminal activities:  
 

• An investigation performed by the State Attorney 
General’s Office determined that, during calendar years 
1998 and 1999, wagering revenue had routinely been 
misappropriated and handled inappropriately by NYRA 
employees.  Identified cash shortages, although not 
material for financial reporting purposes, were common 
among tellers and currency was exchanged to launder 
funds from criminal activities.  We note however, that any 
inaccuracy in NYRA’s reported revenue results in a 
dollar-for-dollar inaccuracy in the franchise fee.  The 
investigation also determined that NYRA employees 
engaged in illegal gambling, loan sharking, tax fraud, 
forgery and various crimes against NYRA’s customers.   

 
• An audit performed by the State Racing and Wagering 

Board identified serious weaknesses in NYRA’s controls 
over wagering revenue.   

 
• An investigation performed by the United States Treasury 

Department focused on money laundering, thefts, and tax 
fraud.  
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• The automated wagering system used at NYRA’s three 
tracks, which is owned and operated by a contractor, was 
compromised when a former employee of the contractor 
was able to access the system without authorization and 
alter certain wagers after the races took place, resulting 
in millions of dollars in fraudulent payouts.  We note that 
an audit report issued by the contractor’s own auditor 
disclaimed an opinion on the effectiveness of the 
contractor’s controls over access to the automated 
wagering system.   

 
NYRA’s financial statements are audited annually by a certified 
public accounting firm.  According to this independent auditor, 
the financial statements for 2000 and 2001 fairly presented 
NYRA’s financial operations.  To determine whether we could 
rely on the assessments of the independent auditor, we 
attempted to review the working papers supporting these 
assessments, as we have routinely done in our prior audits of 
NYRA’s franchise fee calculations.  This is a standard audit 
procedure to avoid unnecessary and duplicative audit work.   
 
However, NYRA’s auditing firm for 2000 and 2001 was 
dissolved and accused of inappropriate auditing practices.  As a 
result, during our audit fieldwork, we were able to review only a 
limited number of the working papers for 2001.  We were able to 
review a significant number of working papers for 2000, 
because copies were possessed by the State Attorney 
General’s Office and the State Racing and Wagering Board, 
both of which were performing investigations of NYRA at the 
time.  The Board's review of these working papers noted several 
deficiencies in the audit work performed by NYRA’s 
independent auditor.  For example, the working papers did not 
contain evidence of supervisory review and did not show that 
the auditor had performed a comprehensive review of NYRA’s 
internal controls.  In particular, the working papers did not 
indicate that the controls over NYRA’s simulcasting revenue had 
been adequately reviewed.  We therefore conclude that we 
cannot rely on the assessments made by NYRA’s independent 
auditor for 2000 and 2001.  
 
NYRA reported total wagering revenue of $3.3 billion for 2000 
and $3.5 billion for 2001.  In light of these serious control 
weaknesses and other facts that came to our attention during 
the audit, we did not rely on NYRA’s internal controls and we 
performed additional audit tests to assess the accuracy of 
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NYRA reported revenues.  These tests included reconciling 
selected bank transactions to NYRA’s books of record, 
comparing bank deposits to reported revenues and performing a 
trend analysis of NYRA’s reported revenues since 1997.  These 
tests did not provide any indication of further misappropriation or 
mishandling of NYRA revenues. However, given the 
investigative results and the related deficiencies in NYRA’s 
internal controls, we conclude that revenues may be 
understated.  Therefore, our audited calculation of the franchise 
fee may be conservative. 
 
We note that NYRA has taken steps to address some of the 
control weaknesses that were recently revealed.  For example, 
NYRA enhanced its policy for recovering cash shortages from 
tellers and installed video surveillance systems at Aqueduct and 
Belmont Park to better monitor cash handling activities.  We 
further note that corrective action has been taken by the 
contractor that operates the automated wagering system.  We 
recommend that NYRA establish a strong and comprehensive 
system of internal control over all of its wagering revenue, and 
direct its internal audit staff to perform frequent assessments of 
these controls.  
 

Recommendations 
 
1. Establish a strong and comprehensive system of 

internal control over all wagering revenue.   
 
2. Periodically, but at least once a year, evaluate the 

effectiveness of the controls over wagering revenue. 
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FINANCIAL CONDITION OF NYRA 
 

n 1997, the State Legislature reduced the percentage(s) used 
to calculate the pari-mutuel tax to allow NYRA to retain a 

greater share of the racing handle.  We spoke with the individual 
who was Chairman of NYRA at that time, and asked him about 
the reasons for this reduction in the pari-mutuel tax rates.  He 
said that the tax rates were reduced, and the horseman’s stakes 
and purses were concurrently increased, to make NYRA’s 
racing card and facilities more attractive to horsemen and the 
wagering public, and thereby result in a financial benefit to all 
interested parties, including the State.  
 
NYRA’s gross handle equals the total on-track and simulcasting 
wagering revenues, most of which is returned to bettors in 
winnings.  NYRA retains a statutory percentage of gross handle 
which is the basis for the State’s pari-mutuel tax and other 
statutory commissions.  The amount remaining is NYRA’s net 
revenue available for operations.  As is shown by the following 
table, according to NYRA’s certified financial statements, since 
1997, NYRA’s total handle and net revenues have increased 
steadily, while the State’s pari-mutuel tax revenues have been 
cut in half. 
 

 
* NYRA would have reported a net loss of $9.4 million for calendar year 2000 had it not 

been for a one-time $11 million real estate tax settlement. 
 

Thus, the reduction in pari-mutuel tax rates appears to have 
been at least partially successful.  NYRA has made itself more 

I 

 (In Thousands) 
 1997 1998 1999 2000 2001 
Gross Handle  $2,821,259 $2,919,312 $3,319,892 $3,277,526 $3,514,068
   
Pari-mutuel Tax $18,590 $17,803 $16,981 $13,343 $9,981
   
Net Revenues $135,829 $139,047 $145,326 $155,349 $160,607 
Total Expenses $136,998 $141,050 $142,675 $153,681 $171,887 
Net (Loss) Income ($1,169) ($2,003) $2,651 *     $1,668 ($11,280)
Franchise Fee $268 $223 $1,829 $4,107 $0
Accumulated Deficit ($42,518) ($44,521) ($41,870) ($40,202) ($51,482)
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attractive to the wagering public and has benefited financially by 
retaining a larger portion of the enhanced wagering revenue.  
However, in spite of the significant increase in revenue, NYRA’s 
overall financial condition has not improved.  In fact, NYRA’s 
financial condition has deteriorated.  Its annual expenses have 
increased by a greater rate than its annual net revenues and, as 
a result, NYRA’s accumulated deficit grew by 21 percent, 
increasing from $42.5 million at the end of 1997 to $51.5 million 
at the end of 2001.  
 
An organization’s expenses may be controlled through a formal 
budgeting process.  NYRA is required by the Racing Law to 
follow such a process, and is further required to comply with a 
number of specific budgetary requirements.  First, NYRA’s 
annual operating budget must be approved by NYRA’s Board of 
Trustees.  The Board currently consists of 28 individuals, 20 of 
whom were nominated by NYRA’s stockholders and approved 
by the State Racing and Wagering Board, and eight of whom 
were appointed by the Governor.  
 
The Board is also required by the Racing Law to reject the 
operating budget if the expenses contained in the budget are 
excessive in relation to NYRA’s expected revenues for the year.  
Certain calculations are to be made in determining whether the 
budgeted expenses are excessive, and these calculations are 
described in Subdivision 10, Section 208 of the Racing Law.  
The Racing Law further requires that these calculations, and a 
clear description of any unusual circumstances that resulted in a 
modification of the allowed percentage increase, be included in 
documents accompanying NYRA’s annual audited financial 
statements.   
 
NYRA officials told us that the annual operating budget is 
approved by the Board before it is adopted by NYRA.  They also 
told us that the operating expenses in the budget do not exceed 
the amounts allowed by the Racing Law.  However, the Board’s 
approval of the operating budgets for 2000 and 2001 was not 
adequately documented by NYRA.  Further, the process used in 
determining whether expenses were excessive in relation to 
expected revenues was questionable.  For example, the Board 
of Trustees’ minutes citing approval of the respective budgets 
did not reference the date of submission of those budgets or the 
numbers approved.  In the absence of such documentation, 
there is no assurance NYRA has complied with the budgeting 
requirements contained in the Racing Law.  There is limited 
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assurance the budgets we were provided with for 2000 and 
2001 were the ones approved by the Board, and there is limited 
assurance the required process was followed in determining 
whether budgeted expenses were excessive. 
 
(Subsequent to our fieldwork and, again, as part of its response 
to our draft report, NYRA included along with operating budgets 
not previously provided, the cover letter transmitting those 
budgets to the Board, and the associated 90 percent 
compliance test.  However, there is still no direct link between 
the transmittals provided and the actual budgets approved.) 
 
To further evaluate the adequacy of this budgeting process, we 
compared NYRA’s actual operating expenses for 2000 and 
2001 to the expenses that were budgeted for those years.  As 
shown in the following table, actual expenses exceeded the 
budgeted expenses in most of NYRA’s major expense 
categories: 
 

 
During our fieldwork, NYRA officials stated that the actual 
general and administrative expenses were much greater than 
budgeted in both years, mainly because certain types of general 
and administrative expenses were not budgeted.  Specifically, 
pension contributions, retiree benefits and the expenses relating 
to a special, non-recurring race (the 2001 Breeders’ Cup) were 
not included in NYRA’s budgets for the 2000 and 2001 years.  
During 2000, pension contributions and retiree benefits totaled 
$4.6 million; during 2001, pension contributions and retiree 
benefits totaled $8.7 million, while expenses for the Breeders’ 
Cup totaled $10.3 million.   
 
NYRA officials stated that the Breeders’ Cup expenses were not 
included in the budget because they expected the revenue from 
the race to offset the expenses, and thus be a “wash.”  They 
stated that pension contributions and retiree benefits were not 
included because the actuarial information used in making the 

 
2000 

 
2001 OPERATING EXPENSES 

BUDGET ACTUAL VARIANCE BUDGET ACTUAL VARIANCE 

RACE MEET EXPENSES $50,712,300 $52,832,875 $2,120,575 $52,470,107 $51,380,892 $(1,089,215)
CONTRACTED SERVICES 12,745,750 14,645,363 1,899,613 13,507,900 15,344,081 1,836,181 
TRADE EXPENSES 2,360,000 2,903,304 543,304 2,689,000 3,186,318 497,318 
FACILITIES PURCHASES 24,451,200 26,265,201 1,814,001 25,105,200 27,669,067 2,563,867 
GENERAL & ADMIN EXPENSES 26,919,750 33,968,429 7,048,679 28,511,250 47,630,696 19,119,446 
TOTALS $117,189,000 $130,615,172 $13,426,172 $122,283,457 $145,211,054 $22,927,597 
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related year-end adjustments was not available at the time the 
budgets were prepared.  Neither of these reasons is consistent 
with sound budgeting practices.  The amount of revenue to be 
generated by an activity is irrelevant to the question of whether 
or not the expenses of the activity are to be included in the 
operating budget.  The availability of the actuarial information is 
also irrelevant, since most expenses in a budget are based on 
estimates.  The pension contributions and retiree benefits could 
have been estimated from the amounts in prior years.   
 
We also note that, in excluding these expenses from the 
operating budgets for 2000 and 2001, NYRA violated one of the 
requirements contained in Subdivision 10, Section 208 of the 
Racing Law.  According to this requirement: “the appropriate 
officers of the association [NYRA] [are] to present to such Board 
of Trustees for its approval prior to the beginning of each fiscal 
year an operating budget covering all of the expenses 
planned to be incurred during such year [emphasis added]. . 
. .”  If large expenses are excluded from the budget, the limit 
that is imposed on total budgeted expenses by Subdivision 10, 
Section 208 of the Racing Law could be circumvented.  
Moreover, if certain expenses are not formally included in the 
budget, they are less likely to be closely scrutinized and 
effectively controlled by NYRA managers and the Board of 
Trustees.  In view of NYRA’s deteriorating financial condition, it 
is especially important that all of its expenses be subject to 
close scrutiny. 
 
(The budgets that NYRA provided as part of its response 
included certain expenses that we were previously told were not 
included in its budget.  However, we note that these expenses 
were excluded from the accompanying 90 percent compliance 
test.) 
 
We further note that some of the pension expenses we were 
told were not included in the budget are in particular need of 
close scrutiny, because they represent discretionary 
supplemental pension payments that may not be appropriate for 
an entity in poor financial health, like NYRA.  NYRA has five 
defined benefit pension plans covering its various categories of 
employees.  NYRA funds these plans through allowable 
contributions in accordance with governing tax law (ERISA) 
[Employee Retirement Income Security Act].  The plans invest 
in various securities and investment accounts to maximize 
available assets to cover projected benefit payments.  In 
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addition to these five plans, NYRA has also established an 
unfunded Supplemental Employee Retirement Plan (SERP), 
which is financed by available operating funds.  NYRA created 
the SERP to bypass the limitations set in ERISA. 
 
A SERP may be justifiable for an entity that is financially 
healthy.  However, considering NYRA’s statutory responsibility 
to operate in a sound, economical manner, and its deteriorating 
financial condition, we question whether NYRA is in a position to 
finance such a program. 
 
During 2000, NYRA paid $219,048 to 27 SERP participants, 
and during 2001, NYRA paid $240,091 to 26 SERP participants.  
Of these payments, 72 percent of the 2000 payments 
($158,165) went to just four individuals, and 76 percent of the 
2001 payments ($182,669) went to three of these same four 
individuals plus a different fourth individual.   
 
NYRA officials stated that our report does not adequately 
recognize NYRA’s total financial and economic contributions to 
New York State, as NYRA’s employees, NYRA’s vendors, the 
surrounding businesses and the individuals in the State’s 
horseracing industry all benefit financially from NYRA’s 
operations.  We do not question these benefits, and conceivably 
they could exist whether NYRA or another entity operated New 
York’s racing industry.  However, NYRA’s indirect financial 
contributions to the industry were not the subject of our audit 
and should not be lessened in any way if NYRA took 
appropriate actions to improve its financial condition.   
 

Recommendations 
 
3. Develop the annual operating budget in compliance 

with the requirements contained in Subdivision 10, 
Section 208 of the Racing Law.  In particular, include 
in the budget all foreseeable operating expenses, 
calculate the total allowable expenses in the manner 
prescribed by the Law, and include the calculations in 
a document accompanying the annual audited 
financial statements.   
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Recommendations (Cont’d) 
 
4. Enhance the documentation supporting the Board of 

Trustees’ approval of the annual operating budget by 
at a minimum, referencing in the Board resolution the 
date of submission and the key amounts included in 
the budget.  

 
5. Develop a formal plan for improving NYRA’s financial 

condition and actively monitor the progress made in 
achieving the plan.   

 
6. Suspend financing the Supplemental Employee 

Retirement Plan until NYRA’s financial condition is 
strong enough to support the payments required by 
the Plan.   
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CALCULATION OF THE ANNUAL FRANCHISE 
FEE 

 
ursuant to the Racing Law, NYRA is required to file an 
annual franchise fee tax return with the Department of 

Taxation and Finance.  This return is designed to illustrate 
NYRA’s calculation of its annual franchise fee in accordance 
with the formula described in the Racing Law.  According to that 
formula, NYRA must calculate its entire adjusted net income, 
which is defined as its Federal taxable income increased by the 
amount by which certain operating expenses for the current 
year exceed 106 percent of their level for the prior year.  The 
law specifies which expense items (e.g., interest, real estate 
taxes, advertising, promotions, and certain others) are excluded 
from the 106 percent calculation.  The law also provides for 
other adjustments as detailed in subsequent sections of this 
report.  The first $2 million of the adjusted net income is to be 
allocated for horsemen’s purses and awards, and any 
remaining amount is to be paid to the Capital Investment Fund.   
 
NYRA reported a franchise fee of $6.1 million for 2000, 
including a $2 million allocation to stakes and purses, and a 
franchise fee of $0 for 2001.  We reviewed NYRA’s franchise 
fee tax forms for these two years.  We traced the figures used 
by NYRA on the tax forms in calculating its entire adjusted net 
income back to NYRA’s books of record and Federal income tax 
returns to determine whether the figures were accurately 
transferred. We also reviewed the mathematical accuracy of the 
actual calculation, and the propriety of the expenses excluded 
from the 106 percent ceiling.  In addition, we reviewed select 
expense transactions to determine whether they were supported 
by adequate documentation and were appropriate for NYRA’s 
operations.  
 
We determined that the franchise fees calculated in 2000 and 
2001 were understated by a combined total of at least $11.6 
million and perhaps as much as $15.3 million.  The fees were 
understated because some expenses were overstated, and 
certain adjustments required by the Racing Law were not made 
to account for expenses that exceeded allowable percentages.   

P
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Our adjustments to the franchise fees reported by NYRA are 
summarized as follows: 
 

 
(1) Includes $2 million that was paid to Stakes and Purses. 
(2) Includes $2 million that should be paid to Stakes and Purses. 
**Ultimately a decision to be made by the Internal Revenue Service.  See Section on “Claimed 
Interest Expense Not Paid”. 
(3) Difference between Federal Corporate Taxable Income and NYRA’s Franchise Fee 
worksheet. 

Expenses Exceeding Allowable Percentages 
 

ursuant to the Racing Law, NYRA is required to file an 
annual franchise fee tax return with the Department of 

Taxation and Finance.  This return is designed to illustrate 
NYRA’s calculation of its annual franchise fee in accordance 
with the formula described in the Racing Law.  According to that 
formula, NYRA must calculate its adjusted net income, which is 
defined as its Federal taxable income increased by the amount 
by which certain operating expenses for the current year exceed 
106 percent of their level for the prior year.  The law specifies 
which expense items (e.g., interest, real estate taxes, 
advertising, promotions, and certain others) are excluded from 
the 106 percent calculation.  When we applied this test to the 
years covered by our audit, we found that NYRA’s expenses for 
2000 exceeded those for 1999 by 106.75 percent, resulting in 
an addition of $849,481 to the franchise fee. 
 
The Racing Law confers considerable significance on NYRA’s 
annual operating budget.  It explicitly states that all foreseeable 
operating expenses are to be included in the budget and the 
total of these expenses should not exceed 90 percent of the 
anticipated revenues available to NYRA for its operations.  If the 
total budgeted expenses exceed this maximum allowable 
percentage, the Racing Law states that NYRA’s Board of 
Trustees should reject the budget.   

 2000 2001 TOTAL 
Franchise Fee Reported by NYRA (1) $6,107,352                  $ 0        $6,107,352 
Expenses Exceeding Allowable Percentages 849,481     10,949,700        11,799,181 
Claimed Interest Expense Not Paid** 1,986,006       1,748,525          3,734,531 
Other Adjustments (3) 1,666           (232,618)             (230,952) 
Total Adjustments:  2,837,153     12,465,607        15,302,760 
Audited Franchise Fee: (1) $8,944,505  (2) 12,465,607      $21,410,112 

P
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The Racing Law also indicates that the annual operating budget 
may have to be taken into account in the calculation of the 
annual franchise fee.  Specifically, the Racing Law states that, 
"In any year in which the actual operating expenses are greater 
than the operating expenses allowed (90 percent of available 
revenues), the amount by which such actual expenses exceed 
such allowed expenses shall be added to taxable income in 
computing ‘entire adjusted net income’ for use in calculating the 
franchise fee." 
 
As was discussed in the prior section of this report, NYRA 
officials stated that their operating budgets for 2000 and 2001 
were prepared in accordance with the provisions of the Racing 
Law.  NYRA’s actual operating expenses exceeded the total 
amounts budgeted in both years, and, moreover, for 2001 
exceeded the maximum percentage allowed by the Racing Law. 
 
Thus, this amount should be added back to the franchise fee for 
that year.  
 

 
* Excludes Taxes, Fees and Special Assessments 
 
Thus, in accordance with the Racing Law, $10.9 million should 
be added to the franchise fee for 2001. 
 

Claimed Interest Expense Not Paid 
 

ccording to NYRA’s financial statements for 2001, as of 
December 31, 2001, $47.5 million in loans from the Capital 

Investment Fund for improvements at track facilities had not 
been repaid by NYRA.  NYRA is required by the Racing Law to 
repay, on an installment basis, the loan principal and interest, 
which together totaled $64.6 million as of that date.  
 
According to the Federal tax code, a corporation using the 
accrual basis of accounting – such as NYRA – may deduct 
expenses, such as interest, even if not yet paid at the time of tax 
return preparation, providing the expense has been accrued and 
the expense amount can be reasonably estimated, unless there 

2001  
OPERATING 
EXPENSES* 

BUDGET ALLOWABLE ACTUAL EXCESS 
 $140,580,857 $144,546,300 $155,496,000 $10,949,700 

A
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is no substantial expectation that payment would be made or 
could be made.   
 
NYRA deducted interest expenses on its loans from the Capital 
Investment Fund in both 2000 and 2001.  The deductions were 
made on its Federal corporate income tax returns for those two 
years, and accordingly, were reflected in the calculations shown 
on its franchise fee tax returns for the two years.  The amount 
deducted for 2000 totaled $1,986,006, and the amount 
deducted for 2001 totaled $1,748,525. 
 
We determined that, as of May 31, 2003, NYRA had yet to 
make these interest payments to the Fund, and had not even 
worked out a formal repayment agreement with the Fund.  While 
a determination as to the allowability of a tax deduction lies with 
the Internal Revenue Service, it is our position that these 
deductions by NYRA may be inappropriate in view of the fact 
that the record indicates that NYRA has not made any interest 
payments to the Capital Investment Fund since 1993, and that 
the Capital Investment Fund has failed in its attempts to secure 
a repayment agreement with NYRA.  In addition, based upon 
NYRA’s current financial condition and revenue and expense 
trends, barring any substantial improvement in its financial 
condition, it appears unlikely that NYRA will be able to repay 
these loans out of operating funds.  As a result, we recommend 
that this matter be referred to the Internal Revenue Service for a 
determination as to the allowability of these deductions.  If the 
Internal Revenue Service determines that the deductions should 
be disallowed, then we would further recommend that the $3.7 
million in claimed interest expenses be added back to NYRA’s 
taxable income for 2000 ($2 million) and 2001 ($1.7 million), 
and the franchise fees for those two years be adjusted 
accordingly.  It is possible that similar adjustments may need to 
be made for years prior to 2000; however, any such 
adjustments were outside the scope of this audit.  We have 
been informed that the Internal Revenue Service is reviewing 
this matter as it pertains to NYRA’s Federal Corporate Income 
Tax Return. 
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Recommendations 

 
 7. Increase the franchise fee for 2000 and 2001 by a 

combined amount of $11,568,229.  In accordance 
with this adjustment, remit $9,568,229 to the New 
York State Thoroughbred Racing Capital Investment 
Fund and allocate $2 million for horsemen’s stakes 
and purses.   

 
 8. In future franchise fee calculations, add any excess 

expenses (i.e., the amounts by which actual operating 
expenses exceed the allowable percentages) to 
taxable income to arrive at the entire adjusted net 
income as required by Section 208 of the Racing Law. 

 
 9. Abide by the determination of the Internal Revenue 

Service’s review of the allowability of NYRA’s interest 
expense deductions.  If it is determined that these 
deductions are improper, NYRA should make the 
appropriate franchise fee adjustments for these years. 
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State Comptroller’s Notes 

Appendix C 

1. Pursuant to section 208(10) of the Racing Law, NYRA has an affirmative obligation 
to take such steps as are necessary “to ensure that it operates in a sound, 
economical, efficient and effective manner so as to produce a reasonable revenue 
for the support of government”.1   This statute attempts to ensure NYRA’s 
compliance with the foregoing duty by limiting NYRA’s “total expenses” (less certain 
exclusions) to 90% of  “the revenues available to such association for its 
operations”2, and by requiring that NYRA’s franchise fee obligation to the State be 
increased by an amount equal to the operating expenses in excess of that 
percentage.  NYRA does not dispute that section 208(10) is intended to act as a 
limitation on its operating expenses or that the statute restricts such expenses to no 
more than 90% of its operating revenues in any given year by requiring that its 
franchise fee obligation be concomitantly increased by the amount of the excess.  
The operative language employed here – “total expenses” and “revenues available” 
– is readily distinguished from language used elsewhere in the same subdivision -- 
“taxable income” -- to describe different calculations.  Use of terms that do not 
include tax concepts to describe the allowable expense formula is clearly deliberate 
and is consistent with the purpose of the provisions.  Nevertheless, NYRA has taken 
the position that the spending limitation set forth in subdivision 10 of section 208 
must be calculated using Federal tax reporting principles and not Generally 
Accepted Accounting Principles (GAAP). 

 
 In order to understand the deficiencies of NYRA’s response, it is useful to review, in 

its totality, the requirements set forth in the Racing Law with respect to both the 
computation of NYRA’s franchise fee and the computation of the add-on to that fee.  
Pursuant to section 208 (1)(a) of the Racing Law, NYRA is to pay an annual 
franchise fee equal to the “entire adjusted net income” of NYRA (as defined in 
Section 208(1)(b) of the Racing Law), less $2 million.  Under section 208(1)(b) of the 
Racing Law, NYRA’s “entire adjusted net income” is computed by adding to NYRA’s 
taxable income the amount by which NYRA’s operating expenses in a given year 
exceeds 106% of NYRA’s operating expenses during the prior year (for purposes of 
this response, the amount yielded by multiplying NYRA’s operating expenses during 

                                                             
1 “Any non-profit racing association which is franchised pursuant to this section shall take such 
steps as are necessary to ensure that it operates in a sound, economical, efficient and effective 
manner so as to produce a reasonable revenue for the support of government.  In carrying out 
these responsibilities, the board of trustees of such association shall require the appropriate 
officers of the association to present to such board of trustees for its approval prior to the 
beginning of each fiscal year an operating budget covering all of the expenses planned to be 
incurred during such year and a plan of operation.  The form of such plan of operation shall be 
subject to an agreement between the board and a non-profit racing association. *** ” 

 
2 The revenues available for NYRA operations is determined by combining NYRA’s share or 
retainage of the total on-track and simulcasting wagers and other income (principally interest 
income), which excludes payouts on winning wagers, and subtracting therefrom certain statutory 
take-outs: (i) stakes and purses, (ii) the pari-mutuel tax paid to the State, (iii) payments made to 
the NYS Thoroughbred Breeding and Development Fund, and (iv) payments made to the Finger 
Lakes Race Track. 
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the prior year by 106% shall hereinafter be referred to as the “Allowable 1(b) 
Expenses”).  Section 208 (1)(b) expressly defines the term “operating expenses” for 
purposes of that section to “include all expenses of [NYRA] for such year except: (i) 
charges for stakes, purses, interest, real estate taxes, extraordinary nonrecurring 
charges, and depreciation, (ii) promotional costs incurred in connection with specific 
events; (iii) costs incurred in the purchase of advertising services; and (iv) for 
calendar years 1986 and 1987, liability insurance costs.” 
 
As stated above, section 208(10) of the Racing Law imposes restrictions on the 
amount of operating expenses NYRA may incur in a given year.  This section 
requires that NYRA’s board of trustees disapprove any proposed operating budget 
“[i]f at any time, the total expenses of [NYRA], except taxes, fees or special 
assessments levied by the State of New York or by any instrumentality of the state 
or by any political subdivision of the state or by any agency or instrumentality 
thereto, exceed or are anticipated during the ensuing year to exceed ninety 
percentum of the revenues available to [NYRA] for its operations….”   This limitation 
on NYRA’s expenditures is enforced by subsequent language set forth in section 
208(10), which provides  “[i]n any year in which actual operating expenses are 
greater than the operating expenses allowed pursuant to the provisions of this 
subdivision, the amount by which such actual expenses exceed such allowed 
expenses shall be added to taxable income in computing ‘entire adjusted net 
income’ for use in calculating the franchise fee due to the [S]tate…” (emphasis 
added). 

Therefore, if NYRA’s total expenses during a given year, less taxes, fees or special 
assessments (which sum constitutes NYRA’s “actual operating expenses” for 
purposes of calculating the addition to NYRA’s franchise fee under section 208(10)) 
exceed the dollar figure that is 90% of NYRA’s available revenues, the amount of 
that excess is added to the amount of NYRA’s taxable income for purposes of 
calculating the franchise fee (which franchise fee, as discussed earlier, is first 
calculated by adding (i) NYRA’s taxable income to (ii) the amount, if applicable, that 
NYRA’s operating expenses during that given year exceeds the Allowable 1(b) 
Expenses).  Essentially, a “penalty” requirement is imposed to the extent that 
NYRA’s expenses are excessive; that is, to the extent they exceed the statutory 
formula.     

  
It is NYRA’s position that because the Racing Law uses Federal taxable income as 
the starting basis for the calculation of the franchise fee and that since applicable tax 
reporting principles are applied to calculate NYRA’s Federal taxable income, such 
rules - not GAAP - must also be used in the computation of “operating expenses” 
pursuant to section 208(10).  Thus, in its simplest terms, NYRA’s contention is that 
Federal tax reporting principles should overlay all of the provisions of the Racing 
Law concerning the calculation of the franchise fee and that the proper revenues 
and expenses to be used in the calculation required under section 208(10) (i.e., to 
determine whether NYRA exceeded the 90% operating expense limitation) are those 
that were reported on its Federal income tax return. 
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Although creative, NYRA’s argument fails in the face of the express language of 
section 208(10).  Moreover, NYRA’s effort to characterize the issue as centering on 
the distinction between tax reporting and GAAP principles accomplishes nothing 
more than just to obfuscate the fact that it has failed to comply with the duty imposed 
by that statute to act in a fiscally prudent manner.  Clearly, there are differences.  
We recognize that and see no need to engage in a debate on that question.  We 
believe that the Legislature expressly and deliberately chose to employ a formula to 
define excessive spending using language that is not based on tax concepts.  The 
fact that tax concepts are used elsewhere in the same law (e.g., to calculate the 
base amount for calculation of the franchise fee obligation) demonstrates that this 
choice of language was intentional.  NYRA argues the opposite; that the difference 
in terms employed by the Legislature should be ignored and that tax principles 
should be imported or overlaid because they are utilized in calculations that serve a 
different purpose.  The issue is not the distinction between tax reporting principles 
and GAAP accounting but rather proper statutory interpretation and fulfilling the 
legislative intent of section 208(10). 
 
NYRA states that in defining how the franchise fee should be calculated, section 208 
incorporates the core tax reporting concept of taxable income.3  However, 
subdivision (10) of section 208 does not expressly, nor in accordance with its most 
obvious and natural construction, refer to or otherwise require the incorporation of 
Federal tax reporting principles into the definition of operating expenses for 
purposes of calculating the spending limitation.  Indeed, in this statute, the 
Legislature uses the inclusive term “total expenses of such association” – expressly 
excluding from such term only taxes, fees or special assessments.  Since the 
language of this provision is clear and unambiguous and since the Legislature has 
specifically and expressly set forth the items of expense to be excluded from “total 
expenses” in calculating NYRA’s operating expense limitation, the inference must be 
drawn that there was no intent that Federal tax reporting principles be imported into 
this calculation.4  Since the Legislature’s omission of any requirement to use tax 

                                                             
 3 NYRA  erroneously states that  “entire adjusted net income” is equal to NYRA’s “taxable income” 

(Response to Draft Audit Report 2002-S-31, p.5).  However, Federal taxable income is only the starting 
point in the calculation of the franchise fee.  The Legislature makes its own adjustments to that figure to 
arrive at “entire adjusted net income”, which is then used to compute the franchise fee.  

 
4 In the construction of statutes, the primary consideration is to ascertain and give effect to the intention of 
the Legislature (Brusco v Brown, 199 AD2d 27, 605 NYS2d 13 affd 84 NY2d 674, 621 NYS2d 291 
[1993]).  The legislative intent is to be ascertained from the language used, which is to be literally construed 
according to its most obvious and natural sense (People v Munoz, 207 AD2d 418, 615 NYS2d 730 app den 
84 NY2d 938, 621 NYS2d 535 [1994]; Civil Service Employees’ Ass’n v Oneida County, 78 AD2d 1004, 
433 NYS2d 907 [1980]).  A second pertinent rule of construction is  expressio unius est exclusio alterius, 
which means that where a law expressly describes a particular act, thing or person to which it shall apply, an 
irrefutable inference must be drawn that what is omitted or not included was intended to be omitted or 
excluded (Eaton v NYC Conciliation and Appeals Bd., 56 NY2d 340, 452 NYS2d 358 [1982]).  Thus, 
where a statute creates provisos or exceptions as to certain matters, the inclusion of such provisos or 
exceptions is generally considered to deny the existence of others not mentioned (McKinney’s Cons Law 
NY, Book 1, Statutes, §240, p 412). 
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reporting principles in this context must be seen as intentional, NYRA’s attempt to 
equate section 208(10)’s use of the term “operating expenses” with that used for 
purposes of Federal income tax reporting must likewise be viewed as without merit. 
 
We also note that NYRA states in its response (Response to Draft Audit Report 
2002-S-31, p. 6) that the difference between NYRA’s GAAP and Federal income tax 
expenses for the year 2001 was approximately $11 million.  NYRA asserts that this 
difference was due to certain expenses, including travel and entertainment 
expenses, which were non-deductible and therefore non-reportable for Federal tax 
reporting purposes.  This statement, in and of itself, makes it obvious why section 
208(10) should not be interpreted in the manner NYRA proposes is required by that 
statute.5 

  
Since Federal tax reporting principles allow only limited travel and entertainment 
expenses to be deducted by taxpayers, under NYRA’s view of section 208(10), 
extravagant non-deductible travel and entertainment expenses incurred by it could 
not be used in the calculation of total expenses under section 208(10) for purposes 
of the 90% limitation.   Rather, those expenses would simply escape the limitation 
and the legislative intent, evidenced by section 208(10), to reign in NYRA 
expenditures in order to preserve the franchise fee payable to the State.  Such an 
absurd result could not have been intended by the Legislature. 

  
NYRA further attempts to buttress its argument in this regard by citing to the 
executive summary from our 1998 Audit Report (98-S-6) which states that “[t]he 
criteria for assessing allowable expenses for franchise fee purposes are based on 
the Federal tax code.”  However, a closer reading of that report makes clear that that 
reference to the Federal tax code was for the limited purpose of:  (i) pointing out that 
the Federal tax code allows NYRA to deduct only “ordinary and necessary 
expenses” and (ii) recommending that NYRA develop a formal policy to ensure that 
only ordinary and necessary expenses are incurred by its staff.  This language 
certainly did not suggest that the calculation of operating expenses for the purposes 
of the 90% rule found in section 208(10) should in any way be limited only to the 
deductible expenses authorized by the Federal tax code.  To reiterate, section 
208(10) is neither related to nor dependent on the Federal tax code.  Rather, it is a 
State statute which evidences a legislative concern with NYRA spending and which 
operates to contain that spending by imposing sanctions through the mechanism of 
the franchise fee when NYRA exceeds the statutory limits. 

  
Finally, NYRA asserts in its response that it has performed its section 208(10) 90% 
calculation for many years and that the Comptroller’s Office has never taken 

                                                             
5 Even subdivision (1)(b) of section 208 does not exclude travel and entertainment expenses from the 
computation operating expenses.  
We would also note that when we applied our methodology to NYRA’s 2000 fiscal year, we obtained the same 
section 208(10) percentage, as did NYRA’s approach.  This result further supports our audit finding that 2001 
was a year in which NYRA’s operating expenses exceeded acceptable limits. 
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exception to NYRA’s method of calculation in prior audits (Response to Draft Audit 
Report, p. 5).  While we are not certain whether NYRA is arguing for some type of 
estoppel by its assertion in this regard, we would point out that we have not criticized 
this practice before for the reason that we did not ask for information during prior 
audits relating to the 90% limitation and, therefore, did not previously examine 
NYRA’s methodology relating to this calculation.   Although we audit NYRA on a 
biennial basis, each audit does not examine every practice or expenditure of the 
auditee.  The scope of each audit depends upon a risk assessment performed prior 
to the audit.  The purpose of the risk assessment is to determine potential problem 
areas of the auditee which then allows us to focus our audit resources optimally and 
thereby provide the greatest benefit from an audit perspective.    In this particular 
case, information came to our attention prior to the onset of the audit which led us to 
focus on significant NYRA losses for 2001.  Subsequently, in the preliminary phase 
of the audit, certain tests were performed to assess areas of risk which resulted in 
the identification of our audit areas, one of which concerned the expenses of NYRA 
used in the calculation of the 90% limitation in section 208(10).  The fact that we 
may not have reported on this particular area in the past is not an extraordinary 
occurrence and clearly does not preclude us from examining this issue in the current 
audit. 

 
2. NYRA asserts in its response to the audit that it did not understate its franchise fee 

obligation by deducting interest owed (but not paid) to the New York State 
Thoroughbred Racing Capital Investment Fund (“CIF”) on its Federal tax returns for 
2000 and 2001.  The fact remains, however, that NYRA took these interest 
deductions on its Federal tax returns for 2000 and 2001 without having made any 
annual interest payments to CIF since 1993, up to and including the present.  In fact, 
by NYRA’s own accounting, at the end of 2001 its accrued interest liability to CIF 
was $17,012,958.6  The practical effect of the 2000 ($1,986,006) and 2001 
($1,748,525) deductions is that, in each year, NYRA derived both a Federal tax 
benefit and corresponding decrease in its franchise fee obligation to CIF.  

 
NYRA attempts to justify these interest deductions by summarizing the legal 
standard for the taking of interest deductions by accrual basis taxpayers and then 
diverting the reader’s attention to its purported current ability to “repay the CIF in 
full,” i.e., repay the principal.  (Response to Draft Audit 2002-S-31, at p.8.)  In 
general, “deductions for accrued interest are proper where it can not be 
‘categorically said at the time these deductions were claimed that the interest would 
not be paid.’ ”  Cohen v. Commissioner, 21 T.C. 855, 857 (1954) (internal citations 
omitted).  NYRA dedicates three pages of its response to this matter without 
providing any evidence that, at the time these deductions were claimed each year, it 
had any ability or intention to actually make the accrued interest payments to the 
CIF.  For example, NYRA attempts to show its intent to “repay the CIF in full” 
(Response to Draft Audit 2002-S-31, at p.8.) by misleadingly citing to payments 

                                                             
6 Currently, NYRA’s accrued interest liability is significantly greater given the fact that NYRA has not made  
any interest payments to the Fund from 2001 to the present date. 
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made in 2000 and 20017 in the amounts of $1,829,543 and $4,107,352.  (Response 
to Draft Audit 2002-S-31, at p.8.)  However, these payments are nothing more than 
payments of franchise fees that are attributable to payments of principal, and are not 
payments of interest. 
 

 NYRA then attempts to bolster its argument that it intends to “repay the CIF in full” 
by stating, “[m]oreover, from 1985 through 2001, NYRA has made debt payments to 
the CIF totaling $37,432,932, comprising $9,507,478 in interest and $27,925,454 in 
principal.”  (Response to Draft Audit 2002-S-31, at p.8.)  However, what NYRA 
conveniently fails to mention is that the $9,507,478 in interest payments it is referring 
to represents interest payments made from 1985-1993.  Accordingly, NYRA 
acknowledges implicitly that it has made no payments of interest whatsoever to the 
CIF since 1993.  NYRA’s response goes on to state that it repaid the CIF $1.6 
million in 2003.  (Response to Draft Audit 2002-S-31, at pp.8-9.)  This is true—but 
this $1.6 million was a payment of principal; no portion of it was used to pay down 
interest. 

 
 Finally, NYRA proceeds to mention projects it has “planned that will provide 

additional sources of revenue from which it can repay the CIF” and the fact that 
“NYRA’s debt to the CIF is secured by a mortgage lien on the Aqueduct racetrack 
real property, which is worth . . . an amount far greater than NYRA’s debt to the 
CIF.”  (Response to Draft Audit 2002-S-31, at pp.2, 8-9.)  These “planned” projects 
and the default contingency may in fact provide a source of repayment to the CIF in 
the future.  However, NYRA’s statutorily obligated payment of principal or purported 
permissive deferral of those payments prior to 1997 is not the issue in dispute.  
(Response to Draft Audit 2002-S-31, at p.9.)  The fact remains that in 2000 and 
2001 NYRA deducted interest owed to the CIF, and received a corresponding 
reduction in its Federal tax liability, without actually having paid one penny of that 
interest, thereby decreasing its franchise fee obligation.  

 
 NYRA concludes this section of its response with the statement, “[i]n sum, it certainly 

cannot be said—much less ‘categorically said’ — that NYRA will not ultimately pay 
the CIF the interest amounts it deducted during the Audit Period.”  (Response to 
Draft Audit 2002-S-31, at p.9.)  In actuality, the issue of whether NYRA could or 
would make the interest payments at the time these deductions were claimed is as 
unclear as ever.  However, when the wheat is separated from the chaff in NYRA’s 
response to this issue, all that is left is NYRA’s acknowledgement of its utter failure 
to pay any interest to the CIF since 1993.  We will leave it to the Internal Revenue 
Service to determine whether this failure meets the legal standard to disallow 
deductions of interest for taxpayers utilizing the accrual basis of accounting.  To the 
extent the IRS disallows these deductions, the amount of the disallowance (up to the 
$3.7 million in claimed [but unpaid] interest expenses) should be added back to 

                                                             
7 Franchise fee payments for each calendar year are actually made in the subsequent calendar year.  NY CLS 
Racing & Wagering, § 208(1)(a).  Therefore, the payments made in 2000 and 2001 relate to franchise fee 
obligations incurred in 1999 and 2000. 
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NYRA’s taxable income for 2000 and 2001 and the franchise fees for those two 
years adjusted accordingly.8 
 

3. As a result of additional documentation submitted by NYRA in its response, we have 
removed our finding related to this issue. 

 
4. Upon further review of this matter, we have determined that other legal requirements 

may have a bearing on how NYRA treats outstanding checks.  Therefore, we have 
removed the finding and related recommendation from this report.  We will address 
this matter in a subsequent audit. 

 
5. NYRA attributes its low cash reserves to its mandated responsibility to dedicate all 

but $2 million of its profits to CIF.  As our report points out, it has not been NYRA’s 
payments to CIF that have left it cash poor. Rather, it is that NYRA’s expenses often 
exceed its revenues. As this and past Comptroller’s reports demonstrate, NYRA 
could curtail overly generous pension, travel and entertainment expenses and adopt 
additional revenue-generating initiatives to achieve a positive financial position.  
However, NYRA’s inefficient financial practices have resulted in extensive borrowing 
and minimal payments to CIF over the past two decades.  Between 1984 (CIF’s 
inception) and 2001, NYRA has accumulated an outstanding loan and interest 
balance of more than $60 million. 

 
6. Certain matters addressed in the draft report were revised or deleted in the final 

report.  Therefore, some of NYRA’s comments included in Appendix B may relate to 
matters no longer contained in this report.  We note, however, that while many of the 
deficiencies cited in our report were identified prior to the audit period, corrective 
measures were not fully in place during the period covered by our audit.  In fact, 
according to the Regulation Report issued by the State Racing and Wagering Board 
on April 23, 2003, the same control deficiencies relating to Mutuel Department 
activities observed in 1998, still existed in August 2001.  Further, the personnel 
changes noted in NYRA’s response, all took place in 2002 and 2003, subsequent to 
our audit period. 

 
7. NYRA officials responded they operate on a shoestring budget.   This assertion is 

unsubstantiated when considering NYRA’s significant annual expenses.  As 
demonstrated in our report, between 1997 and 2001, NYRA’s annual expenditures 
ranged from a low of $137 million to a high of nearly $172 million.  Over the same 
five-year period, NYRA’s annual expenses increased by nearly 25 percent while its 
revenues increased by only 18 percent.  Consequently, NYRA continually operates 
with a deficit.  In 2002 alone, NYRA increased its net capital deficiency by nearly $12 
million, raising its accumulated deficit to approximately $70 million as of 2003. 

 

                                                             
8 As noted in the Audit Report, “[i]t is possible that similar adjustments may need to be made for years prior to 
2000; however, any such adjustments were outside the scope of this audit.”  (Audit of the Annual Franchise Fee 
for Calendar Years 2000 and 2001, 2002-S-31, at p.17.) 



 C-8 

8. We revised our report to reflect the fact that NYRA’s response included information 
not provided to us during our audit fieldwork.  However, for the reasons explained in 
our report, we maintain that the additional information provided still offers only 
limited assurance that those budget submissions were in fact, the one’s approved by 
the Board.  Further, we note that, certain expenses were excluded from the 90 
percent compliance test. 

 
9. Our current audit does not question the purpose of SERP, nor the actuarial 

methodologies applied, or the payment of accrued benefits.  Instead, we question 
the discretionary financing of SERP in light of NYRA’s deteriorating financial 
condition. 

 




