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	1 March 2013


	Key issues

	· Gambling industry stakeholders have expressed concerns about management companies in the Class 4 gambling sector. It has been suggested by stakeholders that these entities impose significant costs for those societies that use their services and this impacts upon the returns to authorised community purposes. 

· The Department considers that the best option for addressing the concerns about management companies would be to bring them within the regulatory framework through the Departments powers to audit and the ‘key persons’ provisions.


	Action sought
	Timeframe

	Agree to seek Cabinet agreement to a legislative amendment that would bring management companies within the gambling regulatory framework to ensure that costs in the Class 4 gambling sector are minimised and society returns to authorised purposes are maximised.
	By 8 March 2013


	Contact for telephone discussion (if required)

	Name
	Position
	Telephone
	Suggested first contact

	
	
	direct line
	after hours
	

	
	
	
	
	

	
	
	
	
	


	Return to:
	

	DMS file reference:
	 POL-1083-4; 810736DB

	Ministerial database reference:
	IA201300147


Purpose of this briefing

1. This briefing addresses concerns about the role of management companies in the non-casino gaming machine (Class 4) gambling sector and considers the options in response to these concerns. 
Management companies provide services to gaming machine societies
2. Under the Gambling Act 2003 (the Act), licensed corporate societies (societies) may conduct Class 4 gambling to raise money for authorised purposes. 
3. Entities known as management companies provide services to a number of societies. These services include, for example: providing administrative and financial management services; processing grant applications; negotiating contracts (e.g. between societies and venues); servicing gaming machines; and ensuring Class 4 gambling venue (e.g. pubs) compliance with the Act. 

4. Management companies sit outside the gambling regulatory framework. Currently, there are 11 management companies servicing 18 gaming machine societies. This compares to 17 companies servicing 23 societies in 2009. Appendix I lists all 49 non-club societies and identifies those societies that employ the services of management companies. The list also shows the most recent reported rates of return to authorised purposes for most of the societies.
5. Concerns have been expressed by gambling industry stakeholders about Class 4 societies engaging the services of management companies. Some of these concerns were articulated in submissions on the Gambling (Harm Reduction) Bill (‘the Flavell Bill’) and are discussed below (paragraphs 9-21).

Department currently holds neutral position on management companies

6. The Act does not prescribe how each society manages and operates its Class 4 gambling operation. Accordingly, the Department holds a neutral position on the merits of societies engaging management companies to provide services. 

7. The key issue for the Department is not whether a society uses the services of a management company but whether the society is minimising its costs and maximising its returns to authorised purposes. In doing so, the society must ensure that its costs (including its costs of engaging service providers) are actual, reasonable and necessary. 
Framework for analysis: Minimising costs and increasing transparency
8. The requirement for societies to minimise their costs and maximise their returns to authorised purposes provides the framework for this analysis of management companies. The analysis also considers issues around transparency of management company operations.
Stakeholder views of management companies
Management companies provide services that are more appropriately carried out by licensed societies themselves

9. Management company critics submit that societies should be responsible and accountable for the whole Class 4 gambling operation and should not be permitted to engage management companies to provide operational services. 

10. As noted above, the Department does not prescribe how each society administers its Class 4 gambling operation. Provided the society is meeting its regulatory obligations, the Department is likely to be satisfied with its operation regardless of whether it uses a management company or not.
11. The Department understands that for some small and mid-sized societies it is more efficient to engage the services of a management company instead of employing the range of specialists in-house. Management companies may provide these services to a number of different societies, thereby achieving economies of scale. 
12. On balance, the Department considers there is a place for management companies in the Class 4 gambling sector. 
Management companies are in a position to inflate their costs because they are not subject to audit and/or investigation by the Department
13. Under the Act, the Department can investigate and audit the holders of Class 4 gaming machine operator licences and venue licences (section 117). However, the Department does not have the statutory power to audit management companies. Accordingly, the Department cannot give an absolute assurance that a society’s costs associated with engaging a management company are actual, reasonable and necessary. The best way to address this would be to introduce a power to audit management companies.
14. The Department audits societies to ensure the statutory requirements are being met. If the Department cannot be satisfied that a society is minimising its operating costs, the Department is required to refuse to grant that society an operating licence. Audits of societies can include an examination of contracts between societies and other parties for the supply of goods and services. Regulations under the Act require societies to record the details of arrangements or agreements for the supply of goods and services.

15. Appendix II provides summary findings from recently published Departmental audits of societies that engage management companies. Some of these audits have identified issues about costs, including the costs associated with engaging management companies. In general, however, the societies have addressed the concerns raised by the auditors. 

16. On balance, a statutory power for the Department to audit management companies would be a helpful regulatory tool. This would enable the Department to determine whether the costs associated with engaging a management company are actual, reasonable and necessary. 
Management companies absorb funding that would otherwise be available for distribution to authorised purposes
17. There is concern that those societies that engage management companies would have a lesser rate of return to authorised purposes because their costs would be higher as a result of management companies absorbing funding or inflating costs. Once again, a statutory power to audit management companies would be a helpful regulatory tool. On average, however, societies that use management companies exceed minimum returns to authorised purposes, and their returns are virtually the same as other societies. 
18. Table 1 compares the average rate of return to authorised purposes in 2012 for those societies that use management companies and those that do not. It indicates only a marginal difference between the two rates of return.

	Table 1: Comparative rate of return to authorised purposes (AP) 
for types of societies (2012)

	Society Type
	Gaming Machine Profit (GMP)
	Return to AP (based on reported rates of return)
	Average rate of return to AP

(AP/GMP)

	Societies that use Management Companies
	$174,337,397
	$71,141,628
	40.81%

	Societies that do not use Management Companies
	$555,129,477
	$223,633,515
	40.28%

	Total
	$729,466,874
	$294,775,143
	40.41%


19. On the basis of returns to authorised purposes, the Department has no clear evidence to suggest that the use of management companies by societies to provide services is any more or less costly than a society undertaking these services in-house. Nevertheless, an ability to audit management company Class 4 gambling services would be the best method of determining whether their costs are reasonable.
Management companies can provide a vehicle for personal enrichment for Class 4 society trustees/directors, or their associates
20. There is a view that the directors or trustees of societies can engage management companies in which they, or their close associates, are principals. In turn, the society will pay inflated costs to the management company. The ability for the Department to audit management companies would be an appropriate regulatory tool to ensure that the costs of their services to societies are reasonable. 
21. An additional useful provision would be to ensure that the principals of management companies are covered by the ‘key person’ requirements of the Act. In relation to Class 4 gambling, a key person has a significant influence in the management of a society. Under the Act, the Department must determine whether the applicant for a Class 4 operator’s licence and the associated key persons are eligible and suitable before the applicant can be granted the licence. Including management companies within the key person provisions would enhance transparency around Class 4 gambling operations. 
Preferred option is to regulate management companies
22. In light of the above discussion we have considered three broad options for the future of management companies in the Class 4 gambling sector. 
23. The first option is the status quo option. However, this would mean that the Department would have continuing uncertainty about costs within the sector, and management companies would remain outside the regulatory framework, despite the apparent influence that they exercise within the sector.
24. The second option is prohibiting management companies. However, prohibition could increase the operating costs for some small and mid-sized societies. This is because their ability to engage cost-effective management companies provides societies with an efficient method of delivering their services.
25. The third and preferred option is to introduce a limited form of management company regulation through the Act’s audit and key person provisions. Although the regulatory option could increase compliance requirements, it would bring certainty around society costs and enhance transparency and accountability within the Class 4 gambling sector.
26. The consequences of an adverse audit of a management company in respect of the cost of the Class 4 services it provides would be that the associated society’s costs could not be considered actual, reasonable and necessary. As noted above, the Department must be satisfied that a society is minimising its operating costs, otherwise it is required to refuse to license the society.
Recommendations

27. The recommendations are that you:

	a) note that there is little or no transparency around management company costs or management company influence in the Class 4 gambling sector; and
	Yes/No

	b) agree to seek Cabinet agreement to a legislative amendment to the Gambling Act 2003 that would bring management companies within the gambling regulatory framework (i.e. the audit and key person provisions only) to ensure that Class 4 society costs are minimised and returns to authorised purposes are maximised.
	Yes/No
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APPENDIX I
List of non-club societies and their management company, if applicable
	 
	Society
	Management Company (if applicable)
	Reported Rate of Return to AP

	1
	THE RUNANGA COMMUNITY SWIMMING POOL TRUST
	 
	61.46%

	2
	MANUKAU COUNTIES COMMUNITY FACILITIES C.T. 
	Marco Management Ltd
	53.92%

	3
	MT WELLINGTON FOUNDATION LTD
	 
	51.82%

	4
	THE WHITEHOUSE TAVERN TRUST BOARD
	 
	50.80%

	5
	ILT FOUNDATION 
	 
	48.13%

	6
	ST KILDA COMMUNITY SPORTS SOCIETY
	 
	47.09%

	7
	OXFORD SPORTS TRUST INC 
	Datrim Holdings Limited
	44.74%

	8
	HUCKLEBERRYS SPORTS & CHARITABLE SOCIETY
	 
	43.56%

	9
	PRODUCERS TRUST INC 
	Maxserv Ltd
	43.56%

	10
	TRUST AORAKI LIMITED 
	 
	43.56%

	11
	MANA COMMUNITY GRANTS FOUNDATION
	Ian Taylor
	42.84%

	12
	MAINLAND FOUNDATION LIMITED
	 
	42.75%

	13
	THE NORTH AND SOUTH TRUST LIMITED 
	Evolve Mgmt Ltd (grants admin)
	42.26%

	14
	GRASSROOTS TRUST 
	Maxserv Ltd
	41.40%

	15
	REDWOOD TRUST INCORPORATED 
	 
	40.98%

	16
	THE LION FOUNDATION (2008)
	 
	40.73%

	17
	DRAGON COMMUNITY TRUST LIMITED
	Marco Management Ltd
	40.50%

	18
	PUB CHARITY 
	 
	40.46%

	19
	NEW ZEALAND COMMUNITY TRUST 
	 
	40.40%

	20
	THE AKARANA COMMUNITY TRUST LIMITED 
	 
	*40.35%

	21
	BLUESKY COMMUNITY TRUST LIMITED
	 
	*40.35%

	22
	NEW ZEALAND RACING BOARD 
	Lion Foundation 2008 Ltd
	*40.35%

	23
	CHRISTCHURCH EARTHQUAKE RECOVERY TRUST
	Maxserv Ltd (Accounting Only)
	*40.35%

	24
	AIR RESCUE SERVICES LIMITED
	 
	*40.35%

	25
	FIRST LIGHT COMMUNITY FOUNDATION LIMITED 
	 
	*40.35%

	26
	FIRST SOVEREIGN TRUST LIMITED
	 
	*40.35%

	27
	TRUST HOUSE FOUNDATION 
	Trust House Ltd
	*40.35%

	28
	NAUTILUS FOUNDATION 
	Maxserv Ltd
	40.13%

	29
	YOUTHTOWN INCORPORATED
	Premier Gaming Ltd
	40.10%

	30
	ENDEAVOUR COMMUNITY FOUNDATION LIMITED 
	 
	39.96%

	31
	BLUEGRASS HOLDINGS LTD 
	 
	39.58%

	32
	THE BENDIGO VALLEY SPORTS AND CHARITY FNDN.
	 
	39.16%

	33
	THE TRUSTS COMMUNITY FOUNDATION LTD
	Mataura Licensing Trust 
	39.05%

	34
	THE SOUTHERN TRUST 
	 
	38.95%

	35
	INFINITY FOUNDATION LTD
	 
	38.86%

	36
	PRIME COMMUNITY TRUST
	Cascade Consulting Ltd
	38.68%

	37
	TRILLIAN TRUST
	Maxserv Ltd
	38.60%

	38
	AHAURA/GREY VALLEY LIONS CLUB INC 
	 
	38.57%

	39
	KAIWAKA SPORTS ASSOCIATION INCORPORATED
	 
	38.54%

	40
	BULLER COMMUNITY DEVELOPMENT COMPANY
	 
	37.94%

	41
	WATER SAFETY EDUCATION FOUNDATION
	 
	37.93%

	42
	FIRST SOVEREIGN TRUST 
	 
	37.92%

	43
	BLUE WATERS COMMUNITY TRUST
	Marco Management Ltd
	37.76%

	44
	FOUR WINDS FOUNDATION LTD
	 
	37.64%

	45
	SOUTHERN VICTORIAN CHARITABLE TRUST INC 
	 
	37.55%

	46
	PELORUS TRUST 
	 
	37.49%

	47
	AOTEAROA SPORTS FOUNDATION LIMITED
	 
	37.49%

	48
	CONSTELLATION COMMUNITIES TRUST INC 
	Marco Management Ltd
	37.17%

	49
	CUESPORTS FOUNDATION LIMITED **
	Williamson & Co Accountants
	30.59%


*
A near-average rate of return has been applied where the rates of return are not currently available.

**
The Department has decided to cancel the Class 4 licence of Cuesports for a number of reasons, including its failure to return a minimum of 37.12% of its GST-exclusive gross proceeds to authorised purposes.
APPENDIX II
Summary of Department audits of societies that engage management companies
	SOCIETY
	2012 Rate of Return to AP

	PRODUCERS TRUST INC
Audit Report dated 12 July 2010 for 1 January 2009 – 31 December 2009
The auditor found that the costs incurred for services provided by Marco Management Ltd were not reasonable. The auditor recommended that the Society re-examine its contractual arrangement with Macro to ensure the fees paid reflect the value and cost of services being provided, given the substantial administration undertaken by the society itself and by its accountant. The auditor noted that other options for managing the society’s venue operations may not be economic (e.g. directly employing staff) given its very small size. 

NOTE: The society now engages Maxserv Ltd.
	43.56%

	THE NORTH AND SOUTH TRUST LIMITED
Audit Report dated 18 May 2010 for 1 November 2008 – 31 October 2009

The audit found that the society failed to reach the minimum return to authorised purposes and that costs incurred for the services provided by Marco Management Ltd were excessive. 
NOTE: In its 2012 Annual Report, the society declared that it now engages Evolve Management Ltd for grant administration and gaming consultancy services. A director of the society is a shareholder and director of Evolve Management Ltd.  
	42.26%

	GRASSROOTS TRUST
Audit Report dated 2 May 2011 for 1 January 2009 – 31 March 2010

The auditors found that the management costs were very high as a result of the society employing a CEO and engaging 360 Management Ltd to provide operational and administrative functions. The auditors reported that the society terminated its relationship with 360 and engaged Maxserv Ltd.  The auditors recommended that the society review the arrangements to rationalise a number of management agreements, and to itemise costs. This has been done and the auditors reported that they were satisfied with the new contractual arrangement.
	41.40%

	NAUTILUS FOUNDATION 

(previously named the Pacific Sports and Community Trust – ‘the PSCT’)
PSCT Audit Report dated 15 August 2012 for 1 April 2008 – 31 December 2008 

The auditors could not be satisfied that the trustees were minimising the costs associated with the management of the PSCT. PSCT had engaged three management companies and the costs were not itemised. 
NOTE: Nautilus now engages Maxserv Ltd.
	40.13%

	YOUTHTOWN INCORPORATED

Audit Report dated 7 December 2011 for 1 January 2010 – 31 December 2010
The auditor found that the society’s contract for services with Premier Gaming Ltd did not itemise costs and therefore breached the regulations. The auditor could not determine whether the costs of services were actual, reasonable and necessary. Concerns about the contract were raised in a previous audit, but the society allowed the contract to roll over. The auditors expressed concern about the influence on the society of a person who is a ‘key person’ in relation to two venues and is also a director and shareholder in the company which holds the majority shareholding in the management company, Premier Gaming Ltd.
	40.10%

	THE TRUSTS COMMUNITY FOUNDATION LTD
Audit Report dated July 2012 for 1 April 2010 – 31 January 2012
The auditors reported that the society’s expenditure and accountancy services were undertaken by the Mataura Licensing Trust. The contract had been costed on an actual basis and potential key persons issues were reviewed and approved. There were no reported issues with the service provider.
	39.05%


�  Refer to clause 5(4) of the Gambling (Class 4 Net Proceeds) Regulations 2004.
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