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EXECUTIVE SUMMARY

Currently, playing poker online for money in Caitfita is not legal, although many Californians
nevertheless play online poker “off-shore” at wédssilocated outside of the United States.
Under the terms of the federal Unlawful Internentday Enforcement Act (UIGEA), states may
authorize intrastate internet poker. Two bills euntty pending in the California Legislature
would provide for this authorization, thereby aliogy online poker in California. Each of these
proposals would also establish a fee to be paithdostate by website operators based on the
revenues they collect from players, which would egate revenue for the state of California.
This report presents the results of our analysigeffiscal impact of online poker in California,
were such activity to be authorized and taxed asemed by recent legislative proposals.

The Bottom Line

We estimate that, were online poker to be authdritiee state would benefit from increased
revenues amounting to approximately $1.01 billioardhe next 10 years, assuming a 10 percent
operator fee on gross gambling receipts (GGR) ab® @ercent annual growth rate. Within five
years of implementation, the state can expectdeive more than $100 million per year in new
revenue as a result of the legalization of onliakep.

This ten year fiscal projection is based on ouelas estimate that the state would initially earn
$82 million per year, assuming a 10 percent oper® on gross gambling receipts (GGR).
These revenues would come from fees paid by pokéisite operators, taxes on the profits that
these operators would earn, increased income taxgslayer winnings, and additional taxes
stemming from the increased economic activity thrdine poker would generate. These results
are based on our estimates of the current sizeeo€alifornia online poker market and the stated
preferences of Californians to play poker onlineaakegal, in-state website. Our results are
summarized in Figure 1 below.

Figure 1: Baseline Annual Fiscal Impact of Legalizion of Online Poker’

Indirect Tax Revenue
GGR Fee Incoc:?]eN'I;?xes Corporation T T ndi Total Fiscal
Revenue . Tax on Profits axes on axes on in 172! Impact
Winnings Employee Wages|Economic Effects
$45,200,000 | $24,100,000 | $1,300,000 $720,000 $10,200,000 $81,500,000

While this baseline figure gives us a detailedyeiof the effect of legalization on specific types
of state revenues, it does not fully capture theadyics of legalization and future market growth.
Both dynamics can be expected to alter the fistglact on the state over the next 10 years.

! We note that these results assume that legalizafionline poker would not constitute a violatiofthe
exclusivity provisions of current tribal-state gaugicompacts. To the extent that online poker isdoto violate this
provision, the net fiscal impact would be much lowas a result of the loss of current revenues paiter these
compacts. We are not aware of any definitive legallysis of this issue, and therefore assume fihiat, to passage
of any bill authorizing online poker, the Legisletwould obtain such an analysis.

2 These results rely on the assumption that onlalepoperators would face a competitive marketremvhent, and
that the fees charged to operators would not uncidyce marketing and player retention expenditsues that
newly authorized California sites would be unablsuccessfully attract and retain players fromentroffshore
operators.
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Thus, we projected the growth of the likely fisgalpact of online poker based on anticipated
increases in California’s population and per capgesonal income. We further assumed a two-
year phase-in period during which current playemibd switch to a new legal site and new
players would sign up.

In addition to new tax and fee revenues, the stateexpect to see an increase in economic
activity and employment as a result of the legélraof online poker. Specifically, we estimate
that legalization of online poker as envisionedcoyrent legislative proposals would result in
approximately $194 million in additional economaitigity, and the creation of more than 1,100
new jobs. This new economic activity results frdm fact that legalization of online poker has
the potential to recapture a significant fractidntlte revenue that flows from poker playing
Californians to off-shore website operators. TodReent that a portion of the revenue currently
going off-shore is redirected to and spent in @atifa, as would be the case under legalization,
California can expect to see an economic boost.

This additional fiscal and economic activity wowdd to the size of an already large California
gaming sector, which currently accounts for apprately $8.3 billion in annual revenue,
employs approximately 64,000 Californians, and paidestimated $375 million to the state in
fiscal year 2009-10 pursuant to existing gaming pacts and other sources, according to
available data and research.

How the Estimates Were Generated

Estimating the amount of revenue to be generat@a fonline poker requires several discrete
steps. First, the size of the current online pakarket must be estimated; second, the fraction of
this market that would switch to a legal Califorsite must be determined; and, finally, the size
of the new market consisting of players that cutiyesto not play, but would on a legal site, must
be estimated.

Previous estimates of the amount of revenue thafidvbe generated from online poker have
relied on assumptions about how many Californiansld/ play on a legal site and estimates of
the current market size provided by gaming industigsultants relying on unpublished data
sources and methodologies. Our analysis diffens filoese previous studies by relying on two
independent surveys of Californians’ attitudes ganohing activities, as well as analysis of actual
poker player win and loss data, reviews of publishesearch and surveys, and development of
our own model to estimate revenues under a vapiesgenarios. As a result, this report contains,
in our opinion, the most accurate and reliablenesties of the likely fiscal impact of legalized
online poker in California to date. Nevertheless, note that any such estimates are subject to
uncertainty, and ours are no exception.

Blue Sky Consulting Group Page 2



| NTRODUCTION

Currently, playing poker online is not legal in {f@inia, although many Californians play online
at “off-shore” poker websites. Recent legislativegmsals, however, have sought to change the
laws governing online poker playing by Californiainfiese proposals would legalize, regulate,
and tax online poker in California.

This report — prepared at the request of Califo@idine Poker Association, a coalition of card

clubs and tribal governments — addresses the guestihow much revenue would be raised for
the state from the legalization and taxation ofr@npoker. The sections of this report addressing
the size of the brick and mortar gaming industrytha state were prepared by the Center for
Strategic Economic Research in partnership witlBllne Sky Consulting Group.

Our analysis draws extensively from two surveyafifornians that we conducted, as well as
published data and previous research on onlinerpoke

State of Current Law

The regulation of gambling, like many other actest is a mixture of both state and federal
control. State governments have the primary respihitg for determining what forms of
gambling may take place within their borders whie federal government controls interstate
and extraterritorial gambling, including transnmgibets over state lines. In 2006, the federal
government enacted the Unlawful Internet GamblinfgpEcement Act (UIGEA) to better define
the federal restriction against interstate andagetritorial gambling in the internet age. Under
the terms of UIGEA, internet gambling did not beeoanpunishable crime for players. Instead,
the UIGEA sought to prevent financial intermediarfeom transferring payments to poker sites
or other internet gambling venues.

Although some forms of interstate gambling are egsly illegal under federal law, states may
allow players within the state’s boundaries to ptmjine real money games such as poker.
California, however, currently has no such law. AAgh, it is legal to play poker in Native
American tribal casinos and state-approved cartisciaside California, but not legal to play
online poker on a site that allows players fromifGalia, other states, and other countries to
wager against each other. The effect of the fedavalprohibiting interstate internet gambling
and California’s lack of a law authorizing intrastanternet gambling has been to channel
players in California to off-shore sites that séittract U.S. players. This arrangement does not
offer protections for the player in the case of lb&thavior by the off-shore site’s operator or
other players, such as fraud, rigging of gameiture to pay players their winnings.

Several recent legislative proposals — both atstaée and federal levels — are attempting to
change the nature of internet gambling. In Decer2b&0, two bills were introduced for the new

California legislative session. Senator Wright aduced Senate Bill 45 while Senator Correa
introduced Senate Bill 40. Both bills would awahtracts or licenses for online poker sites in
exchange for fees based on gross gaming revenueake it a misdemeanor either to operate
an unauthorized site or for players to gamble dicensed sites. At the federal level, proposals
by Representative Barney Frank and Senator Harig Reuld authorize an expansion of

internet gambling. The fiscal impact of these fatigmoposals would depend on the specific
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elements of the proposal ultimately adopted, batpbtential exists for a federal bill to pre-empt
the state’s ability to permit and charge a fee wlime poker operations.

Previous Research on the Fiscal Impact of Online Rer

In response to an earlier effort to legalize onjwo&er in California, two previous analyses have
examined the fiscal impact of such a policy. Thesttmates, by the consulting firms LECG and
Genest Consulting, both found that the size ofdimeent off-shore market is substantial, and
that the extent to which this market could be “poeed” by legal California sites would directly
influence the fiscal impact of the policy. Howevéngse reports differed on how additional
income taxes on player winnings would contributehi® fiscal impact, with LECG estimating a
sizeable player income tax impact and Genest Congunticipating relatively little from this
revenue sourcéThe primary reason offered by Genest Consultingttie anticipated lack of
additional personal income tax collections was xgpeetation that a relatively small share of the
current market would be recaptured by a Califosii@ as a result of the taxes that would need to
be paid by operators and winners. Ultimately, Gemgste that legalization would result in a
“not substantial increase in personal income tdlections” from player winnings.

While both of these efforts are thoughtful analystshe likely fiscal impact of internet poker
and make a contribution to the state of knowledgehss topic, both also fail to provide any
original, California-specific data about the exteatwhich legalization would (a) recapture
California players currently playing online at effore sites and (b) attract new players
interested in online poker, but unwilling to playaddf-shore sites. Instead, these reports rely on
market size estimates prepared by gaming industysudtants relying on undisclosed
methodologies and data sources and assumptiorfseoextent of recapture and market growth
that can be expected under legalization.

The research presented in this report relies omeblts of two surveys we conducted designed
to estimate the extent of recapture that can bea®d and the likely increase in the size of the
market that can be anticipated as new players aakentage of the newly legalized status of
online poker in California. As the previous reséaacknowledges, the extent of recapture and
the number of new players willing to play on a leGalifornia site are directly relevant to
estimating the fiscal impact of legalization.

How BIG IS THE “B RICK AND MORTAR” GAMING INDUSTRY IN CALIFORNIA ?

The gaming industry has gained presence in Caldavaer recent years, particularly due to the
burgeoning tribal gaming industry which resultednir the passage of the Indian Gaming
Regulatory Act in 1988 and Proposition 1A in Caiifia in 2000° The tribal casinos that

emerged as a result of these two measures joirstdie’s card clubs as the most significant

% In addition, Genest Consulting based its fiscalant estimate on the assumption that legalizedriatepoker
would violate the exclusivity provisions of currdribal-state compacts. The estimates presenteddssume that
any law, if ultimately adopted by the legislatunguld not violate this exclusivity provision. Toetlextent that this
is not the case, the estimates presented in thastravould need to be reduced by the amount o€tineent compact
revenue that would be lost.

* Genest Consulting memo to Allison Harvey, Jan2£ry2010, p. 1.

5 Hill, Elizabeth G. (1998, Januaryjsambling in California; An Overview. Sacramento, CA: California Legislative Analyst's
Office, 8-14.
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elements of the state’s gaming industry. In thistisa, we report the size and scope of the
California gaming industry (defined here as trigaming and commercial card rooms) using a
variety§of resources, such as industry and acaddiei@ature and publicly available data
sources.

To summarize the most recently available complata dn the California gambling industry: In
2008, approximately 65 tribal casinos and 84 camimns operated in California, employing
nearly 53,000 and 12,000 residents, respectiV&lWwith a total of 64,000 employees, the
gambling industry is comparable in size to indestrsuch as Transit & Ground Passenger
Transportation or the combination of the Mining d@hd Power Generation & Supply industries.
Moreover, as shown in Figure 3, these facilitiesught in $7.4 billion and $889 million in
gambling revenue in 20082 In the section below, we explore the revenue angl@eyment
generation of the gambling industry in more depth.

Figure 2-California Gambling Industry Revenue

Revenue*
Tribal Card
Data Source Casinos  Rooms Total
National Indian Gaming Commission (NIGC), 2008 $7,363.5 - $7,363.5
Casino City Press, 2008 - $889.1 $889.1
Combined Revenue Total $8,252.6

Center for Strategic Economic Research, Decemhld 20
*In millions.

Literature Resources

Our literature review found that limited researchtbe size of the statewide gambling industry
has been published. The California State Libraglif@nia Research Bureau and the Legislative
Analyst's Office (LAO) present the most detailetkdature on the size of the gambling industry
in California through their studies on the rolestbry and rules of gambling within the state. In a
1998 report, the LAO broke down the industry irdttdry, card rooms, horse racing, charitable
gambling, and Indian gambling. While it did notec#pecific Indian gambling revenue numbers,
the report did list the 1996 card room industryesa 176 active card rooms which took in
approximately $660 millioA*

® The data sources we examined are varied whenrigakinon-tribal gambling information in Califorriavhile some data
specifically delineates card room revenue; othercs aggregate it with horse racing, lotteried, @her gambling revenue. As
a result, any variations on the definition of thaifornia gambling industry will be noted.
" Bureau of Labor Statistics. (2010Quarterly Census of Employment & Wages. Washington, DC: Author. Retrieved October
30, 2010 fromhttp://www.bls.gov/cew/
8 Casino City Press. (2010, Januaryprth American Gaming Almanac (2009-2010 ed.). Newton, Massachusetts: Author.
°0p. cit., Casino City Press.
i(l’ National Indian Gaming Commission. (2001-2008)ibal Gaming Revenue by Region. Washington, DC: Author.

Ibid., p. 14.
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More recently, a report by the California Stateratly listed gross gaming revenues from tribal
casinos and card rooms in 2004 at $5.78 billion $665 million, respectively? At the time of
this report, 66 of the 108 federally-recognizedéds in the State of California had gaming
compacts and 61 had gaming facilities. While thenber of Indian gaming facilities was
increasing, the number of card rooms was decreabirtgwere earning more revenue. In 2001,
there were 113 card rooms, 98 in 2005, falling@arB2006. Despite the diminishing number of
establishments, California card rooms earned $68®min 2003, increasing from $563 million
in 2002, as reported by the American Gaming Assiocia®

In the following year, a separate report by the LA@Gecifically addressed the tribal gaming
industry in California. This report stated that2006, 53 of the California tribes operated 54
Class lll casinos (with “Nevada-style games” suslslat machines and blackjack) and one Class
Il casino (with games such as bingo and poker)thig time, the California Indian gaming
industry took in around $7 billion in revenues, acting to the LAO"

Data Analysis Resources

While these reports provide succinct overviewshaf California gambling industry, additional
data sources provide supplemental information eniridustry’s establishment and employment
size, revenue, and wages. Data from the Bureau atfoiL Statistics’ Quarterly Census of
Employment and Wages (QCEW), the National Indiam{g Commission (NIGC), and the
Casino City Press were analyzed and are providelerfigures on the following pages. Data
from all sources show the overall growth of the gang industry within the State of California
over recent years. The impact of the global recess also plainly evident on what some have
said is a “recession proof’ industfy-as seen in either a dip or plateau between th& 26d
2009 data points in most of the charts, showing #wen gambling can fall prey to tough
economic times®

12 Simmons PhD., Charlene Wear. (2006, Magambling in the Golden State 1998 Forward. Sacramento, CA: California
State Library, California Research Bureau, 1-6,-19@.

13 |bid., pp. 1-6, 107-120.

Y Hill, Elizabeth G. (2007, FebruaryQuestions and Answers: California Tribal Casinos. Sacramento, CA: California
Legislative Analyst’s Office, p. 8.

15 Meister, PhD., Alan. (2009, Decembetjdian Gaming Industry Report. Newton, Massachusetts: Casino City Press, p. 2.
'8 The QCEW data provides specific gambling datebfith private and tribal establishments in Califarriihis
information was aggregated using NAICS codes tratepresentative of the gambling industry. NAI@8es
713210 and 721120 are specific to casinos and@asitels (though 713210 includes riverboat casindsuch
businesses are not legal in California and theeedior not influence the results). NAICS code 713i2@udes card
rooms as well as other gambling establishmentsattgahot included in this study, such as lottetisgo halls and
parlors, and off-track betting facilities. Therefpthese numbers are not a precise representdtibis oeport’s
gambling industry definition, but nevertheless barused to illustrate the overall impact of gamim@alifornia.
Another resource, ReferenceUSA (company databass)used to attempt to delineate the activitiebiwithe
713290 NAICS code specific to those within the ghnghindustry definition. Although these two sousadiffer in
their final assessment of the total number of disfatments classified with NAICS 713290 in Califanbur
analysis of the ReferenceUSA records shows thahigi?5 percent of establishments currently witthiis sector
are card rooms. The ReferenceUSA search iden283destablishments that had NAICS code 713290ehs th
primary industry description. This humber is migtger in comparison to the total of 62 “Other Géndy
establishments in 2009 according to QCEW data. Whe ReferenceUSA list was cross-checked agdiast t
CGCC list of licensed card rooms, it was reduced@stablishments. According to this abbreviditgdthere are
14,637 current card room employees working at T@bdishments.
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In 2009, around 63,000 people were employed irgémbling industry, as shown in

Figure 3, accounting for 0.43 percent of Califomitatal employment. Employment in statewide
gambling establishments has grown steadily throughioe last decade, climbing from about
36,000 in 2001 to almost 64,000 at the highesttpoir008. Even in light of the recession,
employment declined only slightly in 2009 from {revious year.

Figure 3
Total California Gambling Industry Employees
(including Casino Hotels)
63,572 63,759 62,768
50,996 51,749
46,995
43,648
38,985 I I
36,349 I

2001 2002 2003 2004 2005 2006 2007 2008 2009

Center for Strategic Economic Research, Decemhld 20
Data Source: U.S. Bureau of Labor Statistics, @uigrCensus of Employment and Wages

Tribal gaming revenue in California, as shown igufe 4, totaled almost $7 billion in 2009.
While card rooms are still a substantial part & ¢ambling industry, Indian gaming dominates
in California. When expanding this research to thated States, California leads with 27.4
percen';lgf total Indian gaming in the United Sta@klahoma is a distant second with only 10.8
percent.

' Op. cit., Meister. p.23.
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Figure 4

$2,891.5

|

California Tribal Gaming Revenue*

$6,969.9

|

2001

$7,675.4 $7,796.5
$7,363.5
$6,992.8
$5,788.3
$4,699.9
$3,594.4 I
2002 2003 2004 2005 2006 2007 2008

2009

Center for Strategic Economic Research, DecemhbEd 20
Data Source: National Indian Gaming Commission

*In millions.

The Casino City Press publishes information ongéwing industry throughout the world, with
specific almanacs dedicated to North America ardlam Gaming. Total gaming revenue in
California (aggregated totals of card room anddndiaming revenue) was estimated using data
from both Casino City Press and NICG. Figure 5 shtivat total gambling industry revenue in
the most recent year for which all data is avadaB008, was around $8.3 billion (around $889
million of which is from card rooms). Disaggregafitne revenue data shows that between 2007
and 2008, when tribal gaming revenue declined @quer card room revenue increased 2

percent.
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Figure 5

Combined California Gambling Industry Revenue*
$8,469.2 $8,667.1
’ ) $8,252.6
$7,729.6
$6,388.3
$5,244.9
$4,084.4
$3,380.5 I
2001 2002 2003 2004 2005 2006 2007 2008

Center for Strategic Economic Research, Decembld 20
Data Sources: National Indian Gaming Commissiona&i@o City Press
*In millions.

Fiscal Impact of Brick and Mortar Casinos

Brick and mortar casinos also pay taxes and feésetgtate of California. While relatively little
information about the overall net fiscal impacttbése establishments is available, a report by
the LAO found that in 2006 California tribal cassorought in around $7 billion in revenues, of
which the State of California received approximatél301 million from tribal gaming
compacts?

More recently, the Department of Finance reporteat the state received $370 million in
General Fund revenue from gaming compacts in 2@09-th addition, card clubs paid the state
about $6 million in licensing fees in 2006, accogito the California Research Burédu.

While we note that a portion of these revenuesuassl for mitigation of gambling related costs
and regulation of the gaming industry, overall, t@ming industry contributes approximately
$375 million in revenues to the state each year.

8 Hill, Elizabeth G. (2007, FebruaryQuestions and Answers: California Tribal Casinos. Sacramento, CA: California
Legislative Analyst’s Office, p. 8.

19 Department of Finance, Governor's Budget Sumnfar010-11, Schedule 8.

20 California Research Bureau, “Gambling in the Gol@ate.” May 2006.
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FiscaL IMPACT OF LEGALIZING ONLINE POKER

Legalized online poker would add to the alreadgedabrick and mortar gaming industry in
California. In this section of the report, we prtseur methodology for estimating the fiscal and
economic effects of legalizing online poker as vaslithe specific results of our analysis.

Our analysis estimates the amount of revenue tlatdvbe generated from a fee charged to
online poker website operators based on the regetiey collect from players, as well as the
revenue from the taxes on operator profits, playienings, and indirect economic activity from
poker sites’ purchases from California suppliers.

The precise terms of a poker legalization policyehaot yet been defined, specifically as it
relates to the operator fees. Therefore, in thintewe analyzed the impact of a 10 percent
operator fee on gross gambling receipts (GGR),ilfostrative purposes. We also note that
operators may be charged an up front license fee.hde not estimated the fiscal impact of
such a fee in this report, so our fiscal impadnestes would need to be increased by the amount
of any such fee, were one to be adopted.

Fiscal Impact Methodology

To estimate the amount of revenue that would beergéed in California by a tax on licensed
gaming sites, we estimated the following:

The amount of money Californians currently spendwoimne poker (at off-shore sites).
The fraction of these current players that would@wto a legal California site.

The number of new players that would play on all€gdifornia site.

The amount that each of these groups of playersdaspend playing online poker.

The fiscal impact of this activity from online sitperator fees, income taxes on online
operator profits, income taxes paid by players beirt winnings, and tax revenue
resulting from the increased economic activity h&sg from online poker in California.

6. The growth of the online poker market over the riéxyears.

arwnE

In order to gather information on both the size Aeflavior of the current and potential future
player populations, we conducted both a telephodeaa online panel survey. The phone survey
was designed to estimate the percent of Califomiaarrently playing online and, more
importantly, the percent of Californians that wolikkly start playing online poker if it were
legalized. The online panel survey was designetbliect information on current and potential
online poker players in order to estimate how mainiyne current players would switch to a legal
site and how much current and future players wqldg on legal California sites. The surveys
were conducted by the independent polling firm eichin & Associates in November and
December 2010.

How Many Californians Play Online Poker?

Because online gambling currently takes place lgrgeunregulated “off-shore” websites, data
on the amount of money being generated by Calidoptayers is not readily accessible. In fact,
estimates are generally gathered from gaming ctargslthat use their industry knowledge or
contacts to gather enough data for revenue estimbésed on non-published data from
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operators. Frequently, these studies simply estirttad global online gambling or online poker
markets, and assume a share for California. Thidystought a more direct estimate of the actual
number of Californians playing online poker curtgaind the scope of their playing behavior.

Previous estimates of the number of people that pidine poker for money are quite variable
across a limited range. In order to estimate thetiion of Californians who play online poker,
we collected data from several published surveyselkas our own telephone survey. First, a
2006 telephone survey of 7,121 Californians fourat i..1 percent of the 18 and over population
had gambled online within the past year. Of thedee gamblers, 65 percent had played online
poker. Thus, according to the results of this syrthe percent of all Californians that play
online poker for money was 0.72 percEnin November 2010, we also commissioned a
telephone survey of 600 Californians and obtaine@stimate of 0.75 percent of the California
population engaged in real money online poker. A72@elephone study of 1,000 Nevada
residents found that 3.7 percent had gambled oitirtee past 5 yeaf$.Of these, 74 percent
had played poker for an online poker estimate défg&grcent of the entire population. An online
survey done by Poker Players Research estimate®.8hpercent of the United States population
had played online poker for real money at leaseanmonth in 2008*

We also examined two other surveys of online gamgbgenerally, which we adjusted by the
average ratio of online poker to online gamblingrfd in the California and Nevada studies in
order to develop a comparable estimate of the extleonline poker play among the population
generally. First, a national survey by the Pew BRegeCenter in 2006 found that 2 percent of
Americans aged 18 and up had gambled on the infesinéch we translated into a 1.4 percent
estimate of online poker pl&y.In 2006, the American Gaming Association commissib a
national telephone survey that revealed that 4gp¢rof American adults gamble online, which
lead to an estimate of 2.8 percent for online p8kétese survey results are documented in
Figure 6 below. For the estimates used in this ntepee relied on the average of these six
surveys: 1.86 percent.

Figure 6: Estimates of Real Money Online Poker
Playing Population

Survey Result

2006 CA Survey 0.72%
2010 Tulchin CA Survey 0.75%
2006 Pew National Survey** 1.39%
2007 NV Survey 2.74%
2006 AGA National Survey** 2.78%
2009 PPR National Survey 2.80%
Average 1.86%

**Adjusted total online gambling results to estiesf online poker only

% Rachel Volberg, Kari Nysse-Carris, and Dean Garsg806 California Problem Gambling Prevalence Survey
(California Department of Alcohol and Drug Programeg 2006).

#2Bo Bernard, Anthony Lucas, and Elena Shampantarnet Gambling in Nevada (International Gaming Institute,
Apr 2007).

% poker Players ResearghFew Example Charts (Spring 2009).

2 pew Research Cent@ambling: Asthe Take Rises, So Does Public Concern, (May 20086).

% American Gaming AssociatioSate of the Sate: The AGA Survey of Casino Entertainment, (2006).
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As a tool for corroborating these survey results,als0 analyzed available gaming industry data,
which reveal estimates within a similar range; GB&sIimates that there are 778,000 active
accounts in California while H2 Gambling Consultaestimates that there are 400,000 active
accounts®?’ Since more than half of online players have mbas tone account active at a time,
the number of accounts is generally considerectattan the actual number of active play&rs.

How Much Revenue do Ste Operators Collect from Californians?

Next, we estimated poker site operator revenuemifoanly referred to as Gross Gaming
Revenue, or GGR) using publicly available data fimme such operator, PartyPoker. We rely on
this site’s annual report data to its shareholdersause it is one of the few publicly traded
operators. The largest online poker operators, Fitland PokerStars, are private companies
that do not disclose their financial data for paldonsumption. According to their 2008 and
2009 annual reports, PartyPoker’s gross annuahteveer player was, on average, $64We
used this figure to translate our estimated nunalbglayers into an estimate of the current size
of the California market, which we estimate to ppraximately $317 million.

As a comparison, our total revenue estimate trégslanto $8.19 per Californian. Although
previous estimates of the amount online playeradgper capita vary widely, our result is within
the range of previous estimates. For example, revelata reported by H2 and GBGC to the
California Legislature indicates that Californiatayers currently spend $8.00 and $11.59,
respectively, per capitd.Figure 7 presents a summary of our estimateseottinrent size of the
online poker market in California.

Figure 7: Estimate of Current Annual California Real Money Online Poker Market

Percent of Californians that play online for money 1.86
Number of current players 489,210
Average site revenue per player $647
Total California-based revenue $316,600,000
Revenue per capita $8.19

Estimating California Revenue on Legal Sites

If California legalizes online poker, the newlyditsed sites will draw players from two distinct
sub-groups of the California population: curreraygrs and potential players. Current players
now play on off-shore sites that can draw playessfacross the globe and that do not report
player winnings and losses to the government ferparposes. These players, however, also
have to deal with the inconvenience of circumvenpayment restrictions due to federal law and
must rely on the good faith of the site operatoptovide fair play and payment of winnings.
How these pluses and minuses balance out for theidlual player will ultimately determine
how many of them switch some or all of their playlégal sites. Specifically, the ease with
which current players continue to be able accetshafre sites will influence the number of

% GBGC,US Internet Poker Market: Assessment of Internet Poker in California (Jan 2010).

27 Art Terzakis,Senate Committee on Governmental Organization Analysis of SB 1485 (June 2010).

% A survey by GBGC found that only 44 percent us# @ine account. From Michael Genelifornia Revenue
Estimate (California Tribal Business Alliance, Jan 2010).

29 partyGamingAnnual Report 2009: Winning Formula (2010)

30 Art Terzakis,Senate Committee on Governmental Organization Analysis of SB 1485 (June 2010).
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players that switch to a legal California site. the extent that many or most of the current off-
shore sites respond to new legal restrictions @ir thctivity by making it more difficult or
impossible for Californians to play at these sitd® number of players that switch to a
California site would be substantially larger. ®e bther hand, potential new players may be an
easier draw because they are not currently loyahrtooff-shore operator or style of play.
Nevertheless, the frequency of play and amounttspgrihese players is likely to be smaller
relative to current players, especially in the sion.

Our online panel survey of current poker playexeaded that 28.5 percent of them are likely to
switch all of their play to legal California sitegile another 49.6 percent of them would play on
both legal and off-shore sites. These results cameesponse to a question that explicitly
informed survey respondents that their winnings ldidne subject to reporting to government tax
collectors. In addition, we found that, of thoseowliould switch their play to legal sites, the
reported frequency of ring-game play and amountened) per session increased. The reported
likely frequency of tournament play also increaggatticularly for the group that stated that they
would switch all of their play to a legal Califoensite.

In order to estimate the amount of revenue thatldvbe generated from current players who
switch to a legal California site, we multipliedetrestimated amount of money currently
collected by off-shore poker site operators tintes percent of Californians that we estimate
would switch to a legal site (weighted by theiragpd frequency of play). Based on our survey
results and the estimated current size of the lufes market, we estimate that legal sites in
California would draw in $301,000,000 per year froamrent players.

Next, we estimated the revenue that would be géseran legal California sites from new
players. Our telephone survey revealed that 7.6epéeof California adults indicated they would
play poker online for money if it becomes legal.aiing how many would likely play, we then
estimated new players’ likely level and intensifyptay using information from our online panel
survey. We asked survey respondents directly hdenahey were likely to play and for how
long3* We found that potential players would play lestemfand for shorter periods of time
relative to current players. Therefore, based ensiirvey results, we estimated the size of the
population that would play poker on a legal sitd amultiplied it times the average revenue per
player, as adjusted for the intensity of play (nmeed by sessions per month and length of
session). Overall, we estimate that new playersidvgenerate $151,100,000 per year in revenue
for California online poker sites.

Market Sze Estimates

Overall, we estimate that, were California to lezmlonline poker, website operators could
expect to collect approximately $452 million peaye

31 Length of play was measured by hands per session.
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Figure 8: Estimate of Baseline Annual Legal Califonia Market

Player Type Current Players | New Players All Players
Percent of California Population over 21 1.5% 7.5% 8.9%
Number of players 381,823 1,966,242 2,348,064
Average revenue per player $788 $77 $193

Total estimated revenue

$301,000,000

$151,100,000

$452,100,000

As with any estimate of the likely future activtjeours is subject to some uncertainty. First,
while we believe that these results represent thst meliable, accurate data to date on the size of
the current California online poker market and tluenber of Californians who would play on
new, legal California poker sites, they are newdeds based on survey responses, which are
subject to variability. In addition, the extentwdich both the federal and state governments
make efforts designed to discourage play at offatsites will directly impact the number of
players who choose to play on a legal Californie. $tinally, the extent to which California sites
are able to attract and retain players will infloerthe size of the market (and the revenues
generated). If these factors all align favorablg amove more current players to the legal sites
and increase new player wagers, then the estinpatssented here may well understate the
amount of revenue to be collected by operators. évew if enforcement is lax and players are
not satisfied with the legal sites because of lolygr participation, uncompetitive rake
practices, or lackluster game options, operatorg se@ current players remain with off-shore
sites while new players become (or remain) nongyggnce again.

Estimating the Fiscal Impact

The state of California would draw additional rewes from legalized online poker in three main
ways: taxes paid on operator revenues and profitsgased income taxes from player winnings,
and additional taxes paid by suppliers and emp®pégaming sites.

The largest revenue source from site operatorseasSaGR fee. The revenue brought in by the
operator GGR fees is dependent only on the feearadethe gross gambling revenue (GGR) of
the online site operators. We estimate that a I@epé operator GGR fee would generate
approximately $45 million per year for the stateCaflifornia.

We also estimated additional corporate income ¢éaemues on profits earned by site operators.
The amount of these additional tax revenues ar@optional to the amount of profits that
operators would earn. Because there are no cusitestoperating in California, however, we do
not have any state-specific data to rely on innesting operator profits. The extent of these
profits will depend on the GGR fee established,dbmpetitiveness of the online poker market,
the extent to which Californians choose to playir@nlpoker, the success of operators in
operating their businesses, and a host of othéorlacAbsent specific information about the
extent of likely profits from California operatoraie relied on publicly available financial data
from PartyPoker’s parent company, PartyGaming. Adiog to these figures, pre-tax profit in
2009 was 13.3 percent of GGR. In order to modelintiygact of the GGR fee, we allocated the
fee across the reported categories of expendiandsprofits, reducing each by a proportionate
share. We then multiplied the resulting profit garictimes our estimate of GGR from recaptured
California players and then times the corporatertdr (8.84 percent). However, since some
proportion of California site operators may bedtigovernments, we assumed that only half of
the total gaming revenue is subject to corporatesaThus, we calculate that the state of
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California would see $1,300,000 per year in inceeasorporation taxes from site operators
under a 10 percent operator GGR fee.

In addition to these direct taxes on site operatwesestimate that recaptured economic activity
by the new California poker sites will bring in ailthal revenue from sources such as income
taxes paid by site operator employees and tax@&sdmect economic activity from employee and
operator purchases from California companies. Qlyevee estimate that this additional
economic activity will result in an additional $800,000 per year in revenues under a 10
percent GGR fee. Of this, $720,000 is increasednctax revenue generated by new employee
incomes and $10,200,000 is from increased speratingervices and supplies by the sites and
their employees.

To calculate the increased employee income taxnievewe multiplied the gross gaming
revenue estimate from recaptured California playenges the expected salary costs times the
average state income tax rate in 2008 (4.28 petcéfd estimated salary costs were two-thirds
of the reported total staff costs and that theyewreduced in direct proportion to the GGR fee
rate. To calculate the increased services speratiagits multiplier effect in the economy we
multiplied gross gaming revenue from recapturedf@aia players times the expected services
and staff spending times an indirect multiplieredetined from an IMPLAN analysis of the
economic impact of legalized online poker times o of state revenues to California gross
state product (5.25 percent). The indirect econaffiects account for the fact that money spent
by site operators on services and employees isegqukstly cycled through the economy as it
moves through the supply chain. The state reveaugrdss state product ratio utilizes state
general fund budget data and California econométa tb translate increased direct and indirect
economic activity into increased state revenue.

Estimating Income Tax Revenue from Player Net Winnings

One of the most important revenue impacts of ontioker legalization stems from the increase
in income tax reporting on net winnings. Upon legglion, player winnings and losses would be
reported automatically to the state every yearesial transactions are recorded electronically
by site operators. As a result, tax reporting coamgle will be dramatically higher than it is
currently for off-line gaming or off-shore onlinaming. The extent of this additional income tax
revenue depends on how much additional money wilvbn, lost, and reported. Most analyses
of net poker winnings rely on IRS data on overait gambling winnings. However, these data
lump together online poker play with other, vadiifferent gambling activities such as slot
machines, sports betting, and lotteries. They sigfer from well-known underreporting.

Therefore, to arrive at our income tax estimate,used two large online poker databases that
report players’ net profit data from tournamentffi¢@lpokerrankings.com) and net earnings
data from ring games (pokertableratings.com). Riftthese sites track a large volume of online
poker play by account name in order to inform ptayaf their current ranking or their current
table adversaries, among other uses. These s#essapply us with net win data that are
uncomplicated by the effects of tax-reporting. Edcualate the average net win per player, we
collected a random sample of 300 players from thg@ game dataset before looking up their
play in the tournament database. This allowed usdasure the average net winnings of the two
different types of players identified in our surseying game only players and combined
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tournament and ring game players. Ring game omlygps were identified by their absence from
the tournament databa¥e.

Even though most players were net losers, the Ggiz@ome players’ net winnings results in
higher average net win per player results than ragfrst glance, be expected. For example, the
percent of players that were net winners in ringngaplay was only 16 percent, but the
maximum amount won was $52,715 while the maximush \Was $34,545. The same holds true
for tournament play, where only 19 percent of ptaywere net winners but the largest net
winner in our sample won $180,429 while the lardestr lost $10,298. The average net win per
ring game only player was $15 and for combinedgriayvas $975. When averaged across future
online players weighted by their play type (i.eagrionly or both ring and tournament) and
intensity (new players play in significantly feweurnaments; for example), we estimate that net
winnings per player will only be $211 per year.

To translate net winnings into income tax revenue,then used data on the adjusted gross
income class of IRS gambling winners to calculateegghted average state income tax rate of
4.87 percent to apply to these net winnings, arg\vat a $24,100,000 annual revenue estimate.
This is equal to $10 in income tax revenue pergiay

FiscAL IMPACT RESULTS

Based on our analysis, we find that annual reveriaegshe state of California would total
approximately $82 million per year, not taking irgocount the dynamics of longer-run market
growth. Figure 9 shows the estimated amounts tmatstate can expect from the GGR fee,
income taxes on net winnings, corporation taxespmfits and taxes on indirect economic
activity (further explained in the next section).

Figure 9: Baseline Annual State Revenue Estimates

Indirect Tax Revenue
GGR Fee Inco;:\eNL?xes Corporation T T ndi Total Fiscal
Revenue o Tax on Profits axes on axes on in LizIer Impact
Winnings Employee Wages| Economic Effects
$45,200,000 | $24,100,000 | $1,300,000 $720,000 $10,200,000 $81,500,000

Projecting the Fiscal Impact Results over Time

While the baseline figure gives us a detailed pectaf the sources of the state revenues that will
be affected by legalization of online poker, it sawt fully capture the dynamics of legalization

and future market growth. Both dynamics can be etgokto alter the fiscal impact on the state
over the next 10 years.

Specifically, following legalization it will likelytake some time for current players to switch
from off-shore sites and for potential new playterbegin playing at new legal sites. In addition,
the amount of revenue that these new legal siteddaearn can be expected to grow over time.
To address these factors, we projected the likislyaf effects of legalization over a ten year
period.

32 |f that absence was not due to database coveitigeedces.
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Preparing such an estimate, however, is not agbtfarward exercise. The popularity of online

poker has waxed and waned in the recent past,cagnsim Figure 10. Some analysts have even
asserted that the market has already reachedaks péa minimum, it appears unlikely that the

rapid growth online poker saw in the middle of thst decade will be repeated. In addition, the
relative newness of and the dearth of public datamine poker make projections based on the
few published annual growth rates problematic Tloees rather that rely on previous reports,

we developed our own projections for online pokemgh based on factors that appear likely to
contribute to growth in the sector over time: tiee ©f the playing population, the propensity of

this population to play, and the personal incomthisf population.

Figure 10: GBGC Estimates of Yearly Changes in U.S5ross Gambling Revenue from
Online Poker®®

26% 25%

10%

3%

2005 2006 2007 2008 2009

-31%

First, we estimated the number of new players\iatld play on a legal California site and their
intensity of play based on our surveys. Then, vignased the likely increase in the number of
current and new players over the next ten yeavgeisas the likely increase in amount that these
players would spend. Increases in the number ofeptawere based on estimated annual
population growth using figures prepared by the d#pent of Finance. Based on the most
recent estimates for 2010 and 2020, the populasi@mticipated to grow at a rate of 1.2 percent
per year over the next ten years. Next, we estiinade-capita personal income growth to be 4.2
percent per year over the next ten years, basesh @malysis of the average annual growth rates
for the last ten years of pre-recession datale then used the combination of these figures (5.5
percent) to grow the baseline annual revenue ewifaajusted for phase-in) after the first year
of legalization. Specifically, we projected thatniould take two years for all current players to

33 GBGC,US Internet Poker Market: Assessment of Internet Poker in California (Jan 2010).
3 We exclude 2009 from our results under the assomtiat the next 10 years will not see anotheession as
deep as the most current one.

Blue Sky Consulting Group Page 17



switch and for new players identified in our sunteybegin playing. Therefore, in our ten year
projections, half of the baseline revenue estimateecalized in the first year and all of the
baseline revenue (adjusted for growth) is realingtie second year following implementation.

Although our growth estimate is based on diffen@mdlerlying calculations, it can be compared
to an estimate prepared by GBGC. According to GBIBE United States online poker market is
set to grow 6 percent per year in 2011 and 20X2jramg no change in the legal status of online
poker® LECG, using an unknown methodology, assumes at&ate 4.7 percent growth rate
for off-shore players and a decreasing set of rfagtaeen 17 and 7 percent for new players in
their nine-year fiscal forecast. In comparison, projections are in line with (although slightly
less than) GBGC estimates. Finally, it is importaminote that to the extent interest in poker
grows at a greater rate than the underlying drie¢éngopulation and income and as reflected in
our survey results, the ten-year fiscal impact das¢ would also be greater. Therefore, our
estimate can be considered to be a conservatiyection of the likely growth over time.

With both the two-year phase-in and annual grovetie pplied to our baseline estimate, we
project that online poker will bring in approximbté&1.01 billion to the state over the next 10
years. In fact, by year 5, the state will be eagmmore than $100 million per year, as shown in
Figure 11.

Figure 11: Projected Ten Year Fiscal Impact’
Year Fiscal Impact
$40,800,000
$86,000,000
$90,700,000
$95,700,000
$101,000,000
$106,500,000
$112,400,000
$118,600,000
$125,100,000
10 $132,000,000
TOTAL $1,008,800,000
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EcoNoMIC IMPACT OF LEGALIZATION

In addition to the fiscal impact results presendddve, we analyzed the economic effects of
legalizing online poker in California. If Califormiwere to legalize online poker, a sizeable

fraction of the revenue currently flowing to offesle poker website operators would instead be
collected by California poker websites and spenemployee wages and supplier purchases in
California. This recaptured revenue and the indiegw induced economic activity that results

constitutes new economic activity for California.

% GBGC, “US Internet Poker Market: Assessment oéimét Poker in California,” January 2010.

% Even though the baseline amount of $82 milliondsdirectly in this table, it is the basis for estimates. For
example, Year 1 is half of the baseline revenuienesg, in order to adjust for phase-in. In Yeath2, entire baseline
amount is increased by our growth rate. Every ytleaneafter is the previous year’s revenue estinmateased by
the growth rate.
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To estimate the extent of these effects, we usedpoline survey to estimate the amount that
Californians currently spend off-shore that wouldtead be spent at in-state poker websites.

We then used the PartyPoker financial data to eséirthe fraction of these additional revenues
that would be spent on employee wages and purcHes®ssuppliers. Finally, we used the

IMPLAN model to estimate the extent of the econoattivity that would result.

Based on our survey and analysis, we estimate #pgroximately $253,000,000 that
Californians are currently spending off-shore wouldd recaptured from off-shore poker
websites. Because much of this recaptured reverume bff-shore operators would be spent
locally, it constitutes new economic activity foralfornia. Of this, we estimate that
approximately $25,100,000 would be spent on em@ayages, $26,100,000 would be spent on
new player acquisition and other sales and marggetctivities, $13,200,000 would be spent on
webhosting and technology services, and $20,000y88dd be spent on other administrative
functions or supplier purchases. These added expessl would, in turn, result in additional
economic activity as these employees and suppiiettse poker sites make additional purchases
in the California economy.

Overall, according to our analysis, legalizationoofine poker would result in an increase in
overall economic activity of approximately $193 lmih and the creation of more than 1,100
new jobs. Figure 12 (below) shows the industriethwhe largest employment and output
changes resulting from legalization of online poker

Figure 12: Increased Employment and Output from Le@lization of Online Poker

Sector Total Total Output
Employment
Amusement parks, arcades, and gambling industries 220.6 $37,355,972
Advertising and related services 187.0 $27,929,924
Food services and drinking places 60.4 $3,980,451
Data processing, hosting, ISP, web search portals and related services 48.1 $13,650,219
Real estate establishments 40.1 $7,568,809
Employment services 35.5 $1,584,987
Offices of physicians, dentists, and other health practitioners 21.0 $2,774,623
Wholesale trade businesses 20.4 $4,120,575
Services to buildings and dwellings 19.0 $1,247,956
Legal services 17.6 $3,435,696
Other 453.0 $89,991,094
Total 1,123  $193,640,304

CONCLUSION

We estimate that, were online poker to be authdriziee state would benefit from increased
revenues amounting to approximately $1.01 billiothte state over the next 10 years, assuming
a 10 percent operator GGR fee, a two-year phasanith,a 5.5 percent annual growth rate. In
fact, by year 5, the state will be earning morent8a00 million per year from online poker,

3" We did not include the additional amount that ¢h€slifornians would spend, over and above what &ne
currently spending, as these expenditures areyliid@fted away from existing in-state businesseksamndo not
constitute new economic activity, but rather amection of existing activity.
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based on our projections. These revenues would ¢amefees paid by poker website operators,
taxes on the profits that these operators would,@acreased income taxes on player winnings,

and additional taxes stemming from the increasemh@uic activity that online poker would
generate.

In addition to additional tax and fee revenues dia¢e can expect to see an increase in economic
activity and employment as a result of the legélraof online poker. Specifically, we estimate
that legalization of online poker as envisionedcoyrent legislative proposals would result in
$194 million in additional economic activity, anceation of approximately 1,100 new jobs. This
new economic activity results from the fact thajakzation of online poker has the potential to
recapture a significant fraction of the revenue fltavs from poker playing Californians to off-
shore website operators. To the extent that agrodf the revenue currently going off-shore is

redirected to and spent in California, as wouldtl® case under legalization, California can
expect to see an economic boost.

This additional fiscal and economic activity wowddd to the size of an already large gaming
sector, which currently accounts for approximat$8/3 billion in annual revenue, employs

approximately 64,000 Californians, and pays anrestd $375 million to the state pursuant to
existing gaming compacts and other sources, actgptdiavailable data and research.
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APPENDIX A: TELEPHONE AND ONLINE SURVEY M ETHODOLOGY

Telephone Survey Methodology

The telephone survey was conducted by Tulchin Reksgavhich used by professional
interviewers to contact and ask questions of suresgondents. The survey reached 600 adults,
21 years or older, in California. The survey wasdicted November 21-23, 2010, and
interviews were conducted in English.

The survey was conducted using RDD (random-digitydmethodology. Respondents were
chosen at random from a list of a computer-gendnatedom sample of both listed and unlisted
landline telephone numbers. Once a household veahed, an adult respondent (ages 21 years
or older) was chosen for interviewing using the uygest adult male” method to ensure a
representative sample. The data were weighted hgeageage, ethnicity, and region to ensure an
accurate reflection of the population. The samiae with these weights applied is 600.

In interpreting survey results, all surveys arejecito potential sampling error. This means the
results of this survey may differ from results gled from interviewing the entire universe of all
California adults 21 years of age and older. The sf the sampling error depends upon the total
number of respondents in the survey, the numbegsgondents of a particular question, and the
percentage distribution responses to a specifistqpre The survey’s margin of error is plus or
minus 4.0 percent at the 95 percent confidencd.l@hes means that 95 times out of 100, if a
response to a given question to which all respotsdamswered was 50 percent, we could be 95
percent confident that the true percentage wouldwi@hin plus or minus 4.0 percent of this
percentage or between 46.0 percent and 54.0 pefidemsampling error for subgroups is larger.

Online Survey Methodology

The online survey was conducted by Tulchin Reseavbirch utilized an online panel provided

by an online sample vendor. The survey reachedathk®s, 21 years or older, in California.

Among the 463 respondents, 263 current online pgiayers were identified based on a
screening question and 200 potential online pokeyeps were defined based on their intent to
play online poker if it were to become legal. Thavey was conducted November 29 —
December 7, 2010.

Panelists were recruited by the sample vendor girdbousands of web sites the vendor works
with directly as well as with data aggregators. Thajority of the recruitment is contracted

through aggregators to help ensure expansive teaittousands of web properties and millions
of visitors to those properties. This approach asighed to optimize the probability that the

panel reflects the overall composition of that segtof the online population. Members are
recruited nationwide through a broad, diverse netvad sources using thousands of different
internet channels to ensure broad geographic amogl@phic representation.

In interpreting survey results, all surveys arejactto potential sampling error. The size of the
sampling error depends upon the total number gbomdents in the survey, the number of
respondents of a particular question, and the p&age distribution responses to a specific
guestion. The online survey’'s margin of error igspbr minus 4.54 percent at the 95 percent
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confidence level. This means that 95 times outOff, If a response to a given question to which
all respondents answered was 50 percent, we coell®5 percent confident that the true

percentage would fall within plus or minus 4.54qgastt of this percentage, or between 45.44
percent and 54.54 percent. The sampling errordbgmups is larger, where the margin of error
for the sample of 263 current online poker playgnslus or minus 6.2 percent and the margin of
error for the sample of 200 potential online poglayers is plus or minus 6.9 percent, at the 95
percent confidence level for both subgroups.

The table below represents the estimated sampimog fer different percentage distributions of
responses.

Sampling Error by Percentage
(at 95 in 100 confidence level)

PERCENTAGES NEAR
10 20 30 40 50 60 70 80 90

SAMPLE SIZE
800 2.1 28 3.2 3.4 3.5 34 3.2 2.8 2.1
700 2.2 3.0 34 3.6 3.7 3.6 34 3.0 2.2
600 2.4 3.2 3.7 3.9 4.0 3.9 3.7 3.2 2.4
500 2.6 3.5 4.0 4.3 4.4 43 4.0 3.5 2.6
400 2.9 39 45 4.8 4.9 4.8 4.5 3.9 2.9
300 3.4 45 5.2 5.5 5.7 5.5 5.2 4.5 3.4
200 4.2 55 6.4 6.8 6.9 6.8 6.4 5.5 4.2
100 5.9 7.8 9.0 9.6 9.8 9.6 9.0 7.8 5.9
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