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	Title:
	Policy Briefing: Paper 3 – Options for raising the rate of return to authorised purposes 
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	12 October 2012


	Key issues

	· The Department has modelled the impact of a staged increase in the minimum rate of return from 37.12 per cent up to 45 per cent over five years. However, the modelling involves a high level of uncertainty.
· An initial increase to 40 per cent could be made with relatively little impact.  Further increases may be possible. 


	Action sought
	Timeframe

	Agree that the draft Cabinet paper about the Gambling (Gambling Harm Reduction) Amendment Bill should signal an intention to increase the rate, and note a change to the rate would require Cabinet approval of the release of a discussion document.
	After considering the suite of Class 4 briefings and discussing the issues with Te Ururoa Flavell


	Contact for telephone discussion (if required)
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	after hours
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	Return to:
	Level 10 WT

	DMS file reference:
	 POL-3221-10-01 

	Ministerial database reference:
	IA2012000998


Purpose of briefing

1. The purpose of this briefing is to provide our advice in response to your request on 20 September 2012 for options to increase the returns to the community from Class 4 gambling. 
Executive Summary

2. The costs incurred by societies in operating gaming machines and distributing proceeds have a direct relationship with the level of community returns.  Broadly speaking, in order to increase their rate of return societies need to reduce their costs.

3. Analysis of the sector shows that there is no relationship between the level of gaming machine proceeds generated by a society (i.e. their size) and their rate of return.  The societies with very high rates have small numbers of 18-machine venues in the same geographical area and a narrow range of authorised purposes.
4. The Department modelled the impact on societies of a staged increase in the minimum rate of return up to 45 per cent and also on returns to communities. The current average rate of return to authorised purposes is 40.35 per cent, which is well above the minimum rate of 37.12 per cent. If the rate was increased to 40 per cent, initial returns would not be large because of the current average rate of return. However, almost half the sector does not currently meet this rate and would therefore be affected.  Substantial returns occur only at the end of the staged increase.

5. The minimum rate of return could be increased to 45 per cent.  However, the assumptions made in the analysis mean that these findings must be treated with caution. The assumptions presume stability in the level of revenue, no increases in venue costs or any future economic downturn.

6. Changes in the types of societies operating could emerge as the rate of return increased. The sector could move towards having a greater number of small societies with one or two venues and very low costs. Conversely a consolidation of societies could also occur, potentially in the longer term.
7. The potential impact on societies from the increases in the minimum rate of return (i.e. more of them fail to meet the minimum rate) means that it could be beneficial to review the sanctions available against societies for this failure.

8. There is significant uncertainty in the modelling because of the underlying assumptions.  In the process of changing the regulation that sets the rate, public consultation would help clarify the impact of the range of increases.
9. Should you wish to proceed, we recommend that the Cabinet paper about the Gambling (Gambling Harm Reduction) Amendment Bill signal an intention to increase the rate, and note that a change to the rate would require Cabinet approval for the release of a discussion document.
Background information

10. After your meeting on 19 September 2012 with Te Ururoa Flavell about the Gambling (Gambling Harm Reduction) Amendment Bill, you sought advice on a number of issues relating to Class 4 gambling. One of the requests was for options for increasing the returns to the community. You asked if it would be feasible to raise the minimum rate of return to authorised purposes from 37.12 per cent of gaming machine proceeds to 45 per cent over five years.  
11. Our advice in response to the other requests you made on 20 September 2012 is provided in Policy Briefing: Paper 2 – Response to your request for advice on various issues relating to Class 4 gambling dated 12 October 2012.

The relationship between society costs and returns to communities
12. Expenditure (i.e. player losses) on Class 4 gaming machines is split between duties, fees and levies (25 per cent), returns to authorised purposes (minimum 37.12 per cent), and society costs (including venue payments) (maximum 38 per cent) (refer Figure 1). 
Figure 1:  Where the gross proceeds from gaming machines go (excl GST)
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13. As government taxes/levies are fixed, it is the level of operating costs incurred by a society that impacts on the percentage that it has available to return to community purposes.
14. The current minimum rate of return of 37.12 per cent of gaming machine proceeds is set in the Gambling (Class 4 Net Proceeds) Regulations 2004.  This level of return was specified in the regulations because it was equivalent to the amount required before the Gambling Act 2003 was in force. An increase was not proposed at the time because there was uncertainty about the impacts of the then new Gambling Act 2003, including operating costs. 
No relationship between the size of a society and its rate of return
15. The Department of Internal Affairs (the Department) has compared the current rates of return being achieved by societies against gaming machine proceeds (GMP) to determine if GMP has any relationship to the rate of return. There is no relationship between the size of a society’s GMP and their rate of return. 
16. Six smaller societies have significantly higher return rates than medium or large societies although this trend is not universal across all smaller societies.  The six societies with very high rates (47.1 to 61.5 per cent) have GMP in around the range of $100,000 to $10 million. They are characterised as having small numbers of 18-machine venues (between 1 and 11 venues) within the same geographical area (which keeps venue costs low) and a narrow range of authorised purposes (which simplifies distribution decisions).
17. Economies of scale (i.e. large societies) do not necessarily provide higher returns. There is no obvious reason why larger societies are not achieving better rates of return and being more efficient than medium societies. One reason could be because large societies can spread venue costs across high and low performing venues. High revenue venues tend to have lower costs as a proportion of GMP. This cross-subsidisation of costs was noted in the Department’s recent Venue Costs Resubmission project. 
18. Inefficiencies in societies’ cost structures and lower rates of return may suggest societies treat the minimum rate of return as more of a ‘target’ rate than a true minimum.
19. The current average rate of return is 40.35 per cent. Historically, rates clearly show an average annual increase of approximately 0.5 per cent since 2003.  These improvements could be due to the gradual ‘bedding down’ of the Gambling Act 2003 regime, increased compliance as a response to the activities of the Department, or a response to more recent signalling from Ministers that increased returns are expected of the sector.
Modelling a staged increase in the return rate up to 45 per cent
20. We have modelled the impact of a staged increase in the minimum rate of return. This considered the effect of increasing the rate of return in Year 1 to 40 percent, increasing to 42 per cent the following year, then by 1 per cent annually for the following three years.  

21. Table 1 shows the impact of a staged increase in the minimum rate of return. A society was categorised as ‘impacted’ if its current rate of return was below the new minimum rate at each stage. A range is shown for each year due to the variations between information sources.
 
Table 1: Impact of a staged increase in the rate of return on proceeds distributed to communities

	Year
	Amount of increased distributions ($m)
	No of societies impacted (out of total current 49 societies)

	
	2013/14
	2014/15
	2015/16
	2016/17
	2017/18
	

	Y1 40%
	3.2 – 3.3
	
	
	
	
	21 – 24

	Y2 42%
	
	7.6 – 11.8
	
	
	
	32 – 39

	Y3 43%
	
	
	17.1 – 20.8
	
	
	35 – 42

	Y4 44%
	
	
	
	22.6 – 27.7
	
	37 – 45

	Y5 45%
	
	
	
	
	28.2 – 34.7
	38 - 46


22. The Department’s findings show that community returns could be significantly higher if the minimum rate of return was increased in this way. However, the initial returns would not be large because the current average rate of return is above 40 per cent, although the number of impacted societies after the first increase would be almost half the sector (there are currently 49 non-club societies). Substantial returns occur only towards the end of the staged increase.
23. The number of societies impacted by the change in the rate would increase as the rate is increased, to the point where all but six smaller societies would be impacted by an increase in the minimum rate of return to 45 per cent. The analysis showed that larger than average societies are more likely to be impacted by an increase in the minimum rate of return. 

24. 
We believe that some (19) societies would be considered ‘at risk’ as they would need to lift their rate of return by 5 to 10 per cent to meet a 45 per cent minimum rate of return. These societies would need to either increase their rate of return, or have their venues absorbed by societies that are able to meet the required rate.

25. As noted there has been an average annual increase of about 0.5 per cent in rates of return, however, it is not a smooth trend. The proposed scaling in the minimum rate of return locks in the improvements in the rate of return currently being demonstrated by societies, although at a faster rate.

26. As the minimum rate increases, changes in the types of societies operating could emerge. There may be an increase in the small societies as characterised above, which have one or two venues and very low costs. Conversely the number of societies could consolidate, seeking to leverage off economies of scale.  This consolidation may be more likely to occur in the longer term.  The consolidation of societies would result in regulatory efficiencies.
27. Changes to the sector would continue up until a ‘tipping point’ where it would become uneconomic for most societies in their current form to continue to operate gaming machines. The data suggests that the rate of 45 per cent could represent this ‘tipping point’. 
Assumptions and unintended consequences

28. Significant assumptions underlie the analysis, including that:
· gaming machine profit and society costs remain constant across future years;

· rates of return remain the same and are not impacted by increases due to economies of scale or the absorption of lower returning venues;
· the trend line indicating an historic increase in the average rate of return from 2003 to 2011 remains constant (despite variability) and will peak at approximately 46 to 47 per cent but not slow down until that threshold is reached;
· there are no future additional venue costs that would impact on ability to meet an increased minimum rate of return.
 

29. Should any of these assumptions prove to be incorrect, increasing the minimum rate of return to the mid 40 per cent range could prove untenable.

30. The Venue Costs Resubmission project shows that high GMP venues effectively cross-subsidise low GMP venues across societies. Low GMP venues (often in small rural communities) might be released by societies (i.e. no longer operate gaming machines) to ensure the higher rates of return are met. This may have implications if a local distribution principle is also put into effect, reducing the community funding available to those areas. 
31. High rates of return could increase competition between societies for high GMP venues. However, increasing the rate of return significantly may lessen the concern about this competition and relax the need for compliance activity to ensure costs are minimised.  Accordingly, as discussed in Policy Briefing: Paper 3 – Options for raising the minimum rate of return to authorised purpose, increasing the rate would fit well with an option to de-regulate society costs.
32. The ability to penalise societies for not meeting the required return rate would probably become more important.  This is because the number of societies that fail to meet the new minimum rate is likely to increase, particularly during the transitional phase. 

Strengthening the sanctions available to the Department

33. The Department can suspend or cancel a society’s operator’s licence for failing to meet the required minimum rate of return.  A notification process is required and a society may appeal the decision to the Gambling Commission, and continue to operate through the appeal process.
34. It would be beneficial to review ways to strengthen the sanctions against societies for their failure to meet the minimum rate of return. This failure could be compared with failure to meet tax obligations, for example, the requirement on societies to pay a gaming machine duty on their profits. 
35. Under the Gaming Duties Act 1971, any duty payable is recoverable as a debt due to the Crown, with remedies available to the Crown to pursue the debt from officers, trustees or other persons acting in the management of the society. Unpaid returns could be viewed as a debt due to the community. This is not currently the case.
Conclusion
36. The Department’s analysis shows that increases in the minimum rate of return can be made, probably up to the mid 40 per cent level. However, the assumptions made in the analysis mean that these findings must be treated with care.  

37. A gradual increase in the minimum rate of return would involve less risk than larger step changes, although increases in the returns to the community from this approach would be also gradual. 

38. Relevant risks are increases in venue costs and/or future economic downturn. The higher the minimum rate, the greater the risk that societies would be unsuccessful at responding with increased efficiency and a reduction in costs, and fall below the minimum rate.
Next steps

39. The Department’s modelling has a high level of uncertainty and this suggests a cautious approach should be taken. Should you wish to proceed, we would recommend careful monitoring of the impact of the potential rate increase on the sector.
40. We believe an initial increase to 40 per cent could be made with relatively little impact.  Potentially, there could be a further increase to 42 per cent after two years, depending on an assessment of the impact of the increases. The capacity for further increases would likely depend on whether any of the underlying assumptions to the analysis noted above were correct.
41. The development of regulations requires a consultation process with the sector and community groups that receive grant funding.  This would usually involve the publication of a discussion document seeking feedback on the proposals.  Cabinet approval would therefore need to be sought for the release of the discussion document. Public consultation would help clarify some of the uncertainty about the impact of the increases, including those up to 45 per cent.

42. As outlined in the Policy Briefing: Overview of suite of briefings about Class 4 gambling and the Gambling (Gambling Harm Reduction) Amendment Bill, if you agree, the Department will draft a Cabinet paper about the Government’s preferred options for the Bill and areas where there should be further reform of Class 4 gambling. This Cabinet paper could also signal an intention to increase the rate of return, and would note that a change to the rate would require Cabinet approval of the release of a discussion document.
Recommendation
43. The recommendation is that you:

	a) agree that the draft Cabinet paper about the Gambling (Gambling Harm Reduction) Amendment Bill signal an intention to increase the minimum rate of return, and note that a change to the rate would require Cabinet approval for the release of a discussion document.
	Yes/No


Director Policy Group

	
	Hon Chris Tremain
Minister of Internal Affairs 

/
/2012


� Two sources of information were used to help ensure accuracy. One was the latest annual return information from each society (that shows GMP, costs and community returns). The second was GMP data for societies from 01 July 2011 to 30 June 2012.


� The recent decline in gaming machine profit during the Global Financial Crisis appears to have stabilised. Gaming machine profit for non-club societies between 2010/11 and 2011/12 shows a negligible (-0.08%) difference, meaning that the assumption that gaming machine profit remains constant for projection purposes in future is valid.


� While it is likely that upcoming gaming machine software/technology changes (e.g. introduction the Department’s Integrated Gambling Platform) could materially adversely impact venues and societies, the scale of these impacts has not been factored into the analysis.
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