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The purpose of this discussion is not to suppodppose legalization of intra-state
internet poker in California, but rather to pointt some of the economic realities about
the activity, the pros and cons of legalizatiord anggestions for a structure that would
be acceptable should the Legislature and policyarsaftecide to go forward with such an
action.

| am not going to address many of the challengaggll or technical issues that will likely
be discussed at this hearing. Others will ceryagite adequate attention to such things
as whether such a law would be compatible with Fdaw, whether it would violate

the exclusivity dimensions of tribal gaming comgaethether potential out-of-state
customers can be effectively precluded from paodéitng in a California internet poker
network, etc. Nor am | going to address the imgrargjuestions of how large the internet
gaming industry is on a national or a global ba$iather, | would like to make a number
of observations on what policy-makers, and theeits of California, might expect
should internet poker be legalized within the State

ARGUMENTSIN FAVOR

First, it is important to evaluate the argumengd thiould support such a course of action.
There are presently a large number of Californiahs participate in internet poker,

using off-shore providers based in jurisdictionwnoderate to very limited regulations
and protections. The Unlawful Internet Gamblingdtcement Act of 2006 (UIGEA)
makes it illegal for vendors to provide internetndding services, or for financial
intermediaries to facilitate financial transactidretween customers and vendors.

However, UIGEA does not make it illegal for consugi® gamble on internet gaming
sites. Furthermore, the difficulties of implemaugtiportions of UIGEA have left a
number of gaping loopholes that allow more dedat@layers to get their money into
and out of the games. Thus, it is not out of thestjon that the number of active
California internet poker players, and the amotimy spend (lose) with offshore
internet gambling websites on an annual basisj@matic.

Furthermore, it is also likely that legalizationaof attractive, well-regulated, and
effectively operated internet poker industry inif@ahia would generate substantially
greater participation and spending from Califorsi#imn currently takes place. The
patterns with regard to demand for gambling sesvtbat we have observed for the past
four decades has been consistent: when gambliegatized and legitimized, especially
in an attractive format, the extent of demand nesmts itself at multiples of what an
illegal or grey-area market previously generated.



It has to be noted that the penetration of integaghbling in various jurisdictions,
including the United States, is still quite lowtlsiresponsive to changes in legal status.
In the United Kingdom, for example, under a legal aegulated environment, only 9.9%
of the adult population used the internet for gangoin 2009, in comparison to 68% of
the adult population who participated in some fafngaming that year. Furthermore,

the extent of participation in “remote gamblingigiuding internet, mobile phones,
PDAs, and television) has been increasing rapidiyr( 7.2% in 2006) since the industry
was legalized by the Gaming Act 2005.

A primary argument for going forward with legalizat is that participating in internet
poker is something that adults should be freelg &bldo without the coercion of the
State to prohibit such activity. Since so manyeofiorms of gambling are legal in a wide
variety of venues in California, it is somewhatitgyy to constrain and stigmatize this
activity, while permitting casino gaming, lotterace track wagering, bingo, card room
poker, and a variety of other gaming activitieshia State. Proper legislation authorizing
internet poker within California would improve thjaality of the choices available to
California consumers who want to play internet pokad improve the safeguards that
would (theoretically) protect them from unintendexbative side effects associated with
it. (These will be addressed in more detail bejow.

A secondary argument for legalization of internaitgr in California is the potential tax
revenue the State could collect from internet pol&s this issue is examined, it is
important to understand the nature of the competitarket structure for internet
gaming in general. Because vendors can locate lzamngain the world (as long as client
jurisdictions do not block their ability to delivéreir offerings into those jurisdictions),
the world of internet gaming and internet pokernighly competitive. The ability of
jurisdictions to attract and host internet gamirgpuaites is enhanced with lower tax rates
and more lenient regulatory constraints. Thuggtigean environment that encourages a
“race to the bottom” with respect to tax rates.e Hbility of any one jurisdiction to
impose even moderate taxes on internet gamblingristrained by other jurisdictions
offered comparable business environments withdessous tax and regulatory regimes.
Thus, in the United Kingdom, a number of internad @&mote gambling companies
located elsewhere in the EU (such as the Chanlaglds, Gibralter, or Malta) but still

sell into the UK market. This is largely due te tielatively high tax rate imposed by the
U.K. in comparison to the other jurisdictions.

Nonetheless, many consumers would prefer to gamitibean internet company situated
in a well-understood domestic legal market thamwite from a “grey area” somewhat
mysterious overseas jurisdiction. Thus, as longasates were not so onerous as to
discourage players from participating in light béir potential for winning, it is quite

! Gambling Commission, Industry Statistics 20080915, at
http://www.gamblingcommission.gov.uk/pdf/Gambling@h2dustry%20Statistics%202008%202009%20-
%20update%20-%200ctober%202009.pdf




possible that the State of California could gereenagéaningful revenues from ongoing
intra-state internet poker operations.

ARGUMENTSAGAINST

Perhaps the strongest argument against permititrar$tate internet poker in California
from a public policy perspective is the fact thiagubstantially expands the geographic
presence of available commercial gaming in theeStat present, most legal gaming in
California is venue-specific; an individual mustvtel to a venue whose purpose of
business is to offer gaming services (such asiaazas race track, a bingo parlor, or a
card room); one exception is lottery products #ratsold through commercial retail
outlets. The opportunity for gambling from homefrom Personal Digital Assistants
(PDASs) are still quite limited in Californi&.Introduction of intra-state internet poker
would substantially broaden the horizon of avallgbof a popular form of gambling in
the State.

So far, there is no definitive research that cleemtlicates whether internet gambling in
general would increase the amount of problem attibpagical gambling in society.
Indeed, some evidence on prevalence rates in thedJkingdom indicate that, in spite
of the expansion of a number of forms of populanigay, including convenience gaming
(in the form of Fixed Odds Betting Terminals) aedwote gaming, the incidence of
pathological gambling in the United Kingdom remaimmenstant (at 0.7%) between 1999
and 2007. Nonetheless, there is a legitimate concern alvbather widespread
availability of legal and attractive internet pokeould become problematic with specific
subgroups in the population, such as young mdtas.not hard to see how internet
poker can become as obsessing as other non-gangalingng options on the computer;
when the potential for significant monetary losaesadded to the equation, there will be
people who are unable to cope responsibly with sytions.

Other concerns about legalizing internet pokerifdth the realm of competition. Will
consumers gravitate away from other similar progiusiich as tribal casinos or lottery
sales because of a preference for internet pokdrshould this be a concern for policy
makers? In general, good public policy largelyoiges such shifts in consumer choice,
noting that unless there is a compelling reas@rabibit or severely constrain an activity
from consumers (such as a high incidence of dyeethted pathological gambling),
changes in consumer spending patterns should bethp consumers, not jup to policy
makers to protect the economic interests of cortgsti

2 Suppose for example the law imposed a $0.10 assesper player hand played. If California had 2
million active poker players playing an averagd diours per week and 10 hands per hour, this fekl co
generate about $400 million per annum, or abou0$# player per year.

® Horse race wagering via the internet is presdatgl in California.

* Heather Wardle et al., British Gambling PrevaleSoevey 2007, National Centre for Social

Research, Prepared for the Gambling Commissiorte8gyer 2007,
http://www.gamblingcommission.gov. uk/pdf/Britsh%28@bling%20Prevalence%20Survey%2007%20-
%20Sept%202007.pdfp. 10.




It can be noted, however, that unlike other forrihgaonbling legalization, internet
gambling does not lend itself to creation of obgi@eonomic benefits, outside of those
that accrue to the consumers who enjoy participatiadghe activity. Destination resort
casinos, such as many of the tribal casinos that Bmerged in California in the past
decade, generally involve capital investments enttindreds of millions of dollars and
job creation in the thousands of positions, as a&ljenerating substantial income flows
for shareholders (tribes) and tax payments (camiohs) to the State. With internet
poker, the tax generating capabilities are conmstchas discussed above, capital
investments are far less, and employment generatigoing to be quite limited. Thus,
the typical arguments that are often used to palization or expansion of permitted
gaming in a jurisdiction are not nearly as stromgimternet poker, or internet gaming in
general.

RECOMMENDATIONS FOR REGULATORY STRUCTURE

In light of the above discussion, if the State afifornia decides to go forward with
legislation authorizing internet poker, it shoulmldhto the following principles and
guidelines. First, it should limit the number mieinses to a small number, perhaps three,
and establish a transparent and objective comgetiidding process among qualified
companies and organizations, in order to allodagditenses available. Potential
qualified licensees should be required to meetmmunn standards of experience,

integrity and probity, as well as minimum requirenseregarding the financial
capabilities of the organizations.

Such a process would allow the State to captureeswirthe economic rents that would
be created through legalization, and it would alfmtential competitors the opportunity
to assess the market's potential and to bid acegigl’ Retention of ownership of the
right to offer internet poker by the State in tbhenfi of a renewable franchise by winning
bidders to offer internet poker services for a gptperiod of time might create the
right balance in a public-private partnership.

Legislation should also specify stringent protatsiagainst problematic and pathological
gambling. | would recommend that California seak‘state of the art” protections that
would be specific for internet gaming, but drawnfrthe experience of other jurisdictions
and other gaming industriésSuch controls should include prohibitions agaimstlit,

and prior deposits of funds for gambling. A regisbn system for players should
prohibit the ability of non-registered customerpltay on another person’s account.
Such a system should be effective in applying saifning strategies, as well as

®Sucha bidding process has its parallels in tleeation of limited licenses for casinos in some
jurisdictions. See, for example, Stephen Martind illiam R. Eadington, “Allocation of Gaming

Licenses and Establishment of Bid Processes: Hse Gf Kansas, 2008 and 2009,” Working Paper Series
University of Nevada, Reno, February 2010.

® The City-State of Singapore, which is opening tmegrated Resort Casinos in 2010, has been very
aggressive in establishing consumer protectionspg@imed at mitigating the unintended negative
consequences associated with excessive and ir@bmgambling. How well they do may provide
interesting insights for other jurisdictions witimdar concerns.



involuntary exclusions of players who demonstratevell-defined manners) an inability
to participate responsibly with the internet po&gerings. They should also be effective
in excluding minors.

Finally, the State needs to be sensitive to thergtb which they can levy taxes and still
retain customers relative to the possible off-slobv@ces they presently have. In
general, internet gaming customers are going teebg sensitive to the prices charged
for their participation. Any taxes or levies impdsby the State on either the players or
the licensees need to be set at a level that wilencourage players to go elsewhere.
Careful analysis of such tax regimes would be goitant consideration for successful
legislation.
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