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SENATOR DEAN FLOREZ:  Let’s go ahead and begin this informational hearing of the Senate Organizational Committee, the GO Committee.  I want to thank staff for being here.  I’m not sure if members will show up as this is an interim hearing, but I did think it was important to have this hearing, obviously, given that there’s been much discussion about the Lottery proposals the governor’s put forth twice—one, during our budget crisis and, now, in regard to healthcare—really not interested in talking about either proposal as a solution to budgetary woes or the healthcare proposal.

What I’m really interested in listening to today is what you see as the topic of the hearing, and that is, what is the true value of the California State Lottery.  And obviously Proposition 37 in 1984 gave us the opportunity to provide additional monies to benefit public education—at least that was one of the arguments for it.  It’s been about 21 years since that was passed.  And in October of 1985, we began to raise the money necessary for public education, and let me state for the record, that was about $18 billion now going forward for public education in those 21 years since 1985.  Obviously there is no question that the Lottery is an underperforming asset.  This committee has had many hearings.  We’ve had many Lottery directors here, and it’s no question that it is not being run in the most efficient way.  That’s just my own personal perspective after having three or four hearings.  But I think the issue today really is about how we can identify potential benefit associated with leasing the California State Lottery to a private entity.  I’m very interested in learning more about that.  We’re also very interested in listening to our Lottery director talk about the new Business Plan to see if indeed we are moving in the path on a public-sector side, given the proposal of moving forward or not.


Obviously most of you have heard some of the sums being battered around the Capitol, lump-sum payments of over $8 billion, in some cases ranging to $37 billion.  Those all are contingent upon various different types of leasing arrangements.  I’m interested in trying to learn a bit more today about, in essence, what are the drivers behind those assumptions and, quite frankly, as we start to look at the sufficiency issue in terms of money for education.  Right now, obviously, we’re at about $1.3 billion going into education a year.  That has fluctuated, and I think the governor has proposed in some cases of moving those dollars to a Prop. 98 fund or K-12 and, in essence, replacing those dollars to the General Fund and then using these additional dollars for a healthcare proposal.


I’m really interested in trying to find out, if you will, a number, and that is, at least in the governor’s original proposal, it’s about $2 billion for healthcare.  We’re generating about $1.3 billion today, so the differential between those two numbers is every interesting for me to try to, in essence, figure out what more value are we getting in that from a privatization type of issue?


Obviously the privatization of Lottery is very complex.  I don’t know a state yet that’s done it.  I know there have been many states that have talked about it.  Texas, Illinois, Florida—all have in many forms talked about or proposed these types of, if you will, issues.  They’re big numbers.  I think the Wall Street Journal article I read most recently said that we’d be remiss to not look at these large numbers, take a second look, if you will, and I agree with that.  Today we’re simply trying to figure out how those numbers are tabulated and in fact whether or not the proposed deal ?? structures are going to make some sense and provide some value for all Californians.


Let me thank all of the witnesses in advance for being here.  I know many of you have traveled some great distance.  I’d also like to tell you that I know, having been involved a bit in the investment banking world and the world of power points, I’m going to try to bifurcate a bit of that today when we get to our investment banking panel.  I have some specific questions I’d like to ask as a panel also so as not to put every firm, if you will, on the spot as an originator of an idea that’s been floated in many states.


I’d like to have you introduce yourself, give a brief introduction on your firm, and then I’d like to just ask some general questions, about 24 of them, and to get some comments from, if you will, the group, on the actual Lottery proposals from a general perspective.  I really don’t want to push your firms to give us, you know, our proposal is better than the others.  I know most of you all know each other in the industry probably wouldn’t do that.  But at the end of the day, I think it just gives us a better overview of the topic.  After that, we’re going to hear from, if you will, our state officials, the State Treasurer’s Office.  Fred Klaas is here, and Paul Rosenstiel is here from the State Treasurer’s Office as well.  And, of course, Joan is here from the State Lottery.


When we move to that panel, I’d really like to hear from our California State Lottery first on the Business Plan; and then I’d like to ask some very general questions from the State Treasurer’s Office and also Mr. Klaas about where do you think we’re going with this at some point in time, whether a financial advisor makes sense; are we moving in that right direction, given what we’ve heard today?  And then I’d like to end the session today with a hearing from some advocacy groups, particularly labor groups and others who have some questions on the efficiency questions of the Lottery.  And then I think we’ll hear lastly from Fred Jones who is always a constant figure in the GO Committee hearings on what he thinks about the policy overall, given the direction for California voters in the passingness ??, if you will, in the early ‘80s.


Let me just conclude and simply say that I do have a lot of questions.  I don’t want to keep people here a long time.  So if you can let me ask the question and try to be succinct, that would be wonderful.  So let’s go ahead go, if we could, to our investment banking panel.


We have Kathleen Brown, head of West Coast Municipal Finance; John Ma, managing director also from Goldman Sachs—both from Goldman Sachs—Steve Juarez, executive director, JPMorgan; Vineet Seth, vice president, Global Mergers and Acquisitions, JPMorgan; and Brian Corley, executive director, infrastructure advisory, JPMorgan.  The great thing about this panel, as I think I know most of you—I think I know every one of you—and so thanks for joining us today.  I really appreciate it.


I think the first thing I’d like to do is to ask you, you know, why you have some general beliefs after some—let me just kind of let you know where I’m going with four questions and then introductions and we’ll get to specifics.  But what I’d like to accomplish in this panel is that I’d like to first ask, Why do we believe that leasing the Lottery makes some economic sense for the state of California, what you think might be the untapped value there, of course, is the question of the day, and how we came to that conclusion.  And then just some general thoughts at the end of the panel on whether or not this truly is an underperforming asset for the state of California.  And so given that, let’s do some introductions, and I’ll start with the first broad softball question.

Brian?


MR. STEVE JUAREZ:  Why don’t I start, just because I’m here to introduce the team.  My name is Steve Juarez.  I’m an executive director with JPMorgan down in Los Angeles.  I’m very happy to introduce my two colleagues who are here to join me today.  Vineet Seth has come from New York with our Mergers and Acquisitions group, part of the group, along with, as I’ll mention, Infrastructure Advisory Group that works on these types of issues.  Brian Corley from Los Angeles, also an executive director, is with the Infrastructure Advisory Group.  We look at privatization efforts all throughout the country,   And as JPMorgan has done the largest transaction of which scale ?? in this discussion will be become very important because of the size of the potential transaction, whether you do it as a private securitization or as the public finance alternative.  The ability for the market to absorb this much in bonds is important.  We’ve had that experience but I’ll stop there and turn toward my colleagues over at Goldman.

MS. KATHLEEN BROWN:  Kathleen Brown, head of the western region, public sector and infrastructure group for Goldman Sachs and formally a Sacramento resident as Treasurer; and I’m joined today by John Ma, managing director who’s based in New York, and John is part of our Public/Private Partnership Group.  And for the last year and a half, nearly two years, has been advising the state of Illinois on the concession process that they have been undergoing.  Goldman Sachs is the number one Merger and Acquisition firm.  Our firm specializes in advising governments and corporations on matters of financial and other dealings.


SENATOR FLOREZ:  Okay.  Great.  Thank you all for joining.  Let me just again ask the broad question on the issue of lease or privatize, and I think that has been bantered around, at least in the halls here, maybe the governor saying, we’re never going to lose control of the Lottery; we’re going to hold onto it; we’re going to lease it, and many folks in the legislature being somewhat skeptical saying, no, it’s really a privatization; we’re letting go of the Lottery altogether.  I mean, in all of the proposals that have been put forward thus far, what do you see in this, in terms of leasing versus privatization, or are they one and the same?


MS. BROWN:  Let me begin.  It would be our approach to say that the state should evaluate all of its options.  First look and see if the State Lottery itself can be improved.  And I think if you read the Business Plan that you’ll hear about later today from the Lottery, they’ve identified numerous ways in which they could be more competitive.  Secondly, look at other options to maximize value for the State Lottery, whether it is a public/private partnership, a concession, a license, whatever you want to call it, however you want to define it, or whether it’s leveraging State Lottery, a revenue as the way—Oregon, Florida, other states do.  All of those should be evaluated, and then the policymakers determine what are your goals.  And if your goals are to maximize revenues for the benefit of education or other public policy areas within the public policy parameters, frankly, you’ve got to run.  In terms of a license, you have to run a process in order to determine what the market will really pay.

Now in doing that, you can make some assumptions and the value that will be derived will be determined by the kinds of restrictions you put on and then, secondly, how fast you want the Lottery to grow.  My own personal view is the Lottery is fundamentally a retail sales, a marketing business.  It is driven by technology and it is driven by innovation and that a state proper role in this gaming area is regulation.  So regulate; do not operate.


MR. JUAREZ:  There’s not much to disagree with within Kathleen’s remarks.  I think basically when we think about the Lottery and what’s likely to happen, whether it’s securitization or leasing, I mean, they’ll all sort of parts of the same animal.  The one thing that I will talk a little bit about, and hopefully in response to one of your questions, Chairman Florez, is to look at those other alternatives.  And the public finance alternative in the context of general government, finances is something that could work.  In the context of specific proposals, it may or may not work, depending on what the proceeds would be used for—and we can talk more about that as we go forward.  But by and large, it’s going to come down to the agreement—whatever agreement you have in terms of that concession will control sort of the nature of how that Lottery is going to be run.

SENATOR FLOREZ:  Okay.  Let me push the ____ for a moment and I want to get into this immediately on what Kathleen Brown was just mentioning, and that is, you know, the innovation aspect of this.  You know, I think someone said in an article—I’m not sure, Fred, it was you or someone in the Wall Street Journal, when we created the Lottery, we were in Pong and today we’re an Xbox.  So, I mean, the technologies have changed so much, and the issue I have, really is that, for the state to evaluate all proposals from investment banking firms and others, I mean, are we, in essence, then valuing the assets, if you will, on future potential, or are we looking at the asset today as static, as though if we would take Joan’s Business Plan, a three-year business plans, if we implemented that, these are what, in essence where the numbers are run from, or are we, in essence, looking to the future and saying the potential for technology, particularly in this arena, is where we got our number?  I mean, just from—you don’t have to tell me—we’re going to go through some of those drivers in a moment, but I think for us to evaluate it from a legislator’s point of view, you know, we look at it as a static asset.  So what is the private sector going to do so well that we haven’t, and how do we get this large number?  You must be looking at it differently, I assume, in reading your numbers.


MR. VINEET SETH:  Yes.  Why don’t I try and address that?  So really, we think about it in terms of three pockets of drivers.

The first is sort of, as you’ve said, static as is and it’s sort of growing at its inherent growth rate, so that’s the organic growth which, you know, most operators who are looking to take over a concession will give you credit for.  But then there’s two other drivers of value, and we can get into detail about how you actually extract that value that are harder to potentially extract without doing some asset preparation.  So the first is, within the existing policy constraints that you have, what can be done to improve it?  I think Kathleen touched on that briefly in her opening remark that there are things—is this an underperforming business?  Can we actually improve it within the existing constraints of policy?  And then the third major bucket, which I think will be the biggest challenge as you make a decision on whether to move forward with this or not is, what are the tweaks or changes that we can make to policy to allow a private operator to get that extra juice, so to speak, to make the returns really work?  So that’s how we sort of think about those three buckets of value.


SENATOR FLOREZ:  But let me ask the question.  Would those small changes in your last bucket not allow our current Lottery to run better?  So in other words, we gave the types of policy changes you’re asking for to our current Lottery, would that not allow our own performing—it’s state owned…


MS. BROWN:  Chair Florez.


SENATOR FLOREZ:  Yes.


MS. BROWN:  I think that there’s another element here, and that element is one of risk.  And does the state want to continue to take the risk that it will be able to perform and maximize proceeds from the Lottery again within the public policy framework, given the global economy, given the changes in technology?  Or do they want to maximize the value that the taxpayers have created with the creation of this Lottery, create some certainty, and reinvest and shift that risk to a private-sector operator, in addition to which—and John can speak to this in detail, what we’re seeing is states wanting to establish a primary value which they take in upfront proceeds and then they share in upside going forward with the concessionaire after certain minimum hurdles are hit.  And that’s a way for the state to capture the premium and the value today, get that certainty, and eliminate and transfer that risk but also, after certain thresholds, share in the growth of a lottery basis operated under a license.

MR. JOHN MA:  Chair Florez, also you mentioned this upfront in your remarks that the California Lottery appears to be an underperforming asset, and many of you have read some of these figures already.  But if you just compare how the California Lottery performs today relative to other state lotteries on a per-capita sales basis here in California, ticket sales are less than $100 per capita.  You compare that to the broad, national average across all 42 states that have lotteries in place, a national average of close to $170 in sales per capita, if you look at the top ten most popular states in the country, that averages closer to $220 in ticket sales per capita.


So while we can talk about what some of the technological changes might be out there today and looking ahead into the future, I think if you even compared just how the California Lottery performs today just in an environment similar to how other states operate their lotteries today, it is underperforming ??; and therefore that explains, you know, some of the broad ranges in value.  Really again, back to Kathleen’s point is, comes to a point of view on how quickly and to what degree California’s lottery can grow to catch up to some of the natural averages.


SENATOR FLOREZ:  I think that’s a good point.  I’ve always seen it as inverse.  I mean, given the odds of winning the Lottery, maybe I thought our intellectual scale for California was higher per capita because less people play it.  (Laughter)  Maybe you want to look at that.


Let me ask a question on the future, the current assets.  I mean, to give you what’s bantered around the legislature—and I’m not sure within the Governor’s Office—when we talked about the potential, we have about 18,000 machines in California and you talked about the per capita reach.  And if you looked at other states, obviously a lot more terminals allowed them to, in essence, get that.  But, you know, there’s been discussions about video terminals; there’s been discussions about getting licensing fees for allowing daily horse races on some of these terminals, top-selling products at some of these terminals, like tickets and paying bills at some of these terminals as well, advertising potential, even some Hollywood, Blockbusters, I guess, could be advertised on something.  There’s a lot of potentials for technology in this.  Is that all, if you will, part of, if you will, the numbers?  I mean, is everything on the table?  Is absolutely every revenue source from licensing fee to horseracing to video terminals or are we limiting it—we haven’t given you any regulation at this point in time to say, this is our limit; these are the things where we won’t go, and we have Indian compacts that may be contingent on some of these as well.  So obviously, we’ll have a checklist at some point in time as a committee to say, you know, these are probably places, if we did this, we wouldn’t go.

Are they included in your numbers thus far?  So even if you look at the base number, $18 billion or $17 billion, I mean, are those factored out or in?

MR. MA:  I think it’s probably safe to say that most of the firms, maybe the ones that feel we can talk to specifically, we’ve envisioned the Lottery largely based on the family of games that are offered today.  There is some discussion in the gaming industry about what the potential is for video lottery terminals.  For the purposes of our analysis, we did not factor video lottery terminals in; nor did we figure in other forms of—when you mentioned horseracing and other forms of gaming, our analysis was pretty strictly limited to lotteries as we really think about it today.

SENATOR FLOREZ:  Okay.


MR. SETH:  Yes.  We’re pretty consistent with that.  The one slight change that I would point out is that we did, at least in the initial years of projections, we did build in some pickup.  You know, as I said, that the latent upside in the business of just improving the operations.  But for the most part, it’s the portfolio games that you have today.


SENATOR FLOREZ:  Okay.  Let me ask to follow up on your family of games, if you will.  Is there an argument to be made that rather than to lease the entire Lottery, we would take constituent parts of it?  Maybe it’s the Scratcher game that we would lease out, rather than to do the full Lottery?  Or we can take, if you will, the Super Lotto, Big Spin, or the daily Lottery games?  Have you looked at, if you will, portions of the Lottery that would make some sense of the spin off versus the whole thing?


MR. MA:  I think it’s certainly possible to explore.  Our experience in Illinois advising the state through their concession process to date has been that any potential licensee or bidder would have concerns if they would only license a portion of the Lottery.  The reason being is, at that point, their interests would become less aligned with the state’s in that, if the state retained operations—for example, of the Scratchers games while the licensee operated the draw games—you could essentially have competition between the two families of games or players.  And I think most of the bidders, at least that we have had dialog with through the Illinois process, we really do see this as a long-term partnership.  They would like their interest aligned with the state, realizing that this will be a highly regulated business and one that the state will have a great deal of oversight over.  They’d like to keep the interest aligned over time.

MR. SETH:  Yes.  the other, just to point out and build on that point, because we did work with a couple of buyers on both Illinois and Indiana when those were going on, fundamentally, if you think about it, part of the draw to getting a concession here is that it’s a quasi-monopoly.  You’ve got the whole gamut, right?  And if you start splitting up the games and you have four different privatizations, call it, and you’ve got competition, all of a sudden, what ends up happening is these start looking like just competitive, perfectly competitive businesses.  And so their expected IRR in returns from the concession have to ratchet, right?  Part of the reason why people have gotten to such big numbers, you know, the ranges that you talked about, is because you can access very low cost of capital because of the security and the debt that you can put on the structure, partly because you get the whole thing.


SENATOR FLOREZ:  And I know you wouldn’t be saying that that type of competition is a bad thing?


MR. SETH:  No, no.  I’m just pointing out…


SENATOR FLOREZ:  I mean, you’ve got two vendors saying, we’re doing better; so therefore, everyone is ratcheting rate of return up, and we’re partners, right, at the end?


MS. BROWN:  But I think it goes back to your, what is your goal?  Is your goal to maximize and optimize the operation of the Lottery in order to provide supplemental funds to education or to some other public policy goal and to do so in the context of promoting and ensuring the integrity, the honesty, and the fairness of the operations?  And if the goal is to maximize, then you start, you know, weighing what the structure would be.


MR. SETH:  That’s the challenge.


SENATOR FLOREZ:  What are the investors really—maybe to summarize this discussion—are the investors who are going to be involved in this—we can say that they’re, in essence, interested in the managing of the current assets as is, so they must be interested in potential for developing, if you will—as you mentioned, Kathleen, on the technology side, of new games or new ways of playing Lottery?  Are we taking one more step?  Are there new games on the way?  Are there new…


MS. BROWN:  You know, it is so fundamental.  And again, if you read the Business Plan of the Lottery, you kind of start with that, the low-hanging fruit, in terms of operating this lottery in a more effective way.  It’s a sales business.  Typically in a sales and retail business, you have some kind of sales incentives.  That’s inconsistent with the way the Lottery is run under the existing rules.  You invest in technology.  You have machines that can take lotteries and will give you change.  You can’t do that under the regulations.  And then  you have to say, you know, what is the growth?  And the growth is, I think in new technology, it’s also in a prize of percentages and payout ratios and limitations on game development.

MR. MA:  Some of the potential licensees or bidders in a process really will be looking again.  Technology is one aspect of it.  But they’d really be looking as a general matter at trying to apply best practices from lotteries across the country as well as around the world and apply that to California to help it reach its maximum, maximum potential.


MR. JUAREZ:  Chairman Florez, you had asked, I think, initially, Couldn’t the state do some of these things themselves?  In fact, we would advise the state before they would even enter into any potential concession agreement with a private vendor to actually look at asset preparation because that’s going to maximize the value.  So there are plenty of things, even short of policy changes, that we believe the Lottery can do to begin to maximize the value it’s going to receive from that asset.


SENATOR FLOREZ:  So, Steve, in other words, if we were to, in essence, move in these directions early on, we might see a higher price, if we’re ready, if inclined as policymakers to makes these changes even prior to…

MR. JUAREZ:  Yes.  And that may be implicit…


SENATOR FLOREZ:  ...concession, correct?

MR. JUAREZ:  And that may be implicit in what the state is going to propose as its new Business Plan, start to build on…


SENATOR FLOREZ:  I don’t see video lottery terminals in the state’s new Business Plan.  I mean, if we were going to move in that direction, let’s talk about best practices for a moment in other states.  Video lottery terminals, what would you say the value of those types of machines in this new environment, going from Pong to Xbox again, if you will?  I mean, I can get a pencil out and do my bubbles and turn it in and get a ticket and I can put it in my pocket and that’s all important.  But I think to may go to a terminal, hit my numbers, and, in essence, not just get a ticket but have it emailed to myself or if I needed to have it on my PDA knowing whether I won or not, I mean, this seems to be where technology is going.  And I have to believe that that is an efficiency that is absolutely part and parcel of getting to higher market share, if you will.  What do you think about that?


MR. MA:  Let me start and make two notes.  One is the comment that, if California were to realize some of these improvements on its own, it would get a better value through a process down the line.  That may be possible, but California will be bearing the risk of being, well, to execute against those improvements.  The other thing I’d say is, in a well-run, well-designed licensing or concession process, bidders are essentially paying you upfront for that ability to do the improvements themselves.  So you’re realizing the value Day 1 without having to take the risk.


The second thing is, when you just mentioned the video lottery-type technology, I just want to make an important distinction that we’re not talking about video-lottery terminals which the value of that could be significant in many states that have video lottery terminals.  The revenues associated with that are significant.  The value in California would be again highly dependent on the number of machines that are licensed, where they are licensed, a number of factors, so it probably wouldn’t be our place to speculate today on what those might be worth.  Then to, I think the broader question, which was, the technology associated with lotteries today, surely again, back to this best-practices point, if you look at jurisdictions in Europe, for example, they do use mobile-phone-based technology to, you know, push out to players what winning numbers were or what this week’s jackpot is.  They use the Internet as a means for communicating more information to players.  So surely all these things are possible.


I think really, the question, back to Kathleen’s opening remarks is, the policy question for the state is, How much of that do you want to license and enable as part of this, exploring this option?


MR. SETH:  Yes.  And just to add to the option-value concept where you do get paid somewhat upfront for an operator to get that option to build out that business, it’s always hard to value a new business plan because you don’t know how much is cannibalization of current layers versus actually expansion of the market.  But there are ways to mitigate it.  I think John talked about royalty streams, you know, whether it’s 20 percent or more or picking up a slice of the upside.  There are ways to structure around that so that you don’t leave a lot of money on the table, without having to put a pen ?? into exactly what VLTs ?? are today worth.


SENATOR FLOREZ:  Gotcha.  But I think maybe line that’s probably true on all of this, is that the less restrictions that we have now on the Lottery, the operation itself, will be realized in greater value?

MS. BROWN:  Yes.


SENATOR FLOREZ:  Is that, at the of the day, the policymakers, every restriction, every regulation that we will put forward, whether it’s where you market, how you market, who you market to—whether it’s video lottery terminals or whether it’s internet-based lottery—all of those will have a significant impact on the value that we receive at some point in time in a bit; is that correct?


MR. MA:  I think that’s right.  One other thing I would—I want to comment again based on our experience in Illinois is—aside from that, bidders will want certainty as well.  So restrictions, yes, will impact value.  The other thing that people are wanting to know is, as they enter into a contract—they partnership with the state—is that there’s some certainty on how rules will be applied in the future, so it would make people uncomfortable if there were vague restrictions that people have questions as they entered into this partnership as to how they would be applied.


SENATOR FLOREZ:  And you realize you’re telling the legislature at some point in time, when you enter agreement, not to change anything.  That’s very difficult for us to do.  We’re really experts at messing things up in many cases or making things better.  So, you know, if we enter into this type of arrangement, I assume that the GO Committee, which oversees the Lottery at some point in time, will have to be part and parcel of the approval.  The administration may sign off, but we also have the regulations that allow for the new games or the new way to play or the new marketing.  I mean, at some point, from a regulation point of view, we’ve got to sign off and understand, so I think it’s somewhat of an ongoing discussion between the administration and the legislature in this process so that we’re all on the same page because I don’t know a better—I mean, we want certainly but I think your investors really want…

MR. JUAREZ:  Yes, and I was just going to go to that point.  I mean, knowing in advance that the legislature and the administration are on the same page will invariably add value to the transaction just because you take out, in essence, the political risk associated with what’s likely to happen.  They know in fact, if the legislation has already been passed, that there’s little fear, at least at that point, that they can’t proceed on some basis of knowledge.


SENATOR FLOREZ:  Let’s move onto some of the drivers.  I’d like to get your perspective on lease, and I’m going to assume for the hearing, leave out total privatization altogether, off the table.  But from a lease point of view, a long lease, 40 years, that’s a long time to give to a vendor, a company.  Shorter leases to me seem to be somewhat more reflective of performing, you know.  You perform, you get to redo this again.  I’m not sure.  I mean, I’d like your perspective on it.  Maybe I’m incorrect.  But the longer lease gets us the higher value, or a shorter lease gets us what?  I mean, how are we to look at that from a policymaking point of view?


MR. MA:  Yes.  I think a longer-term lease has more of an opportunity for the state to realize larger, upfront value and upfront proceeds.  Part of that is how a concessionaire would finance that upfront payment to the state with a longer-term license than a concessionaire can go out and raise debt from the capital markets or from banks to help finance their bid and allows them to basically pay the state more upfront for that money.  If there were a shorter-term concession or license, given that shorter duration—we call it ten years, for example—it would be more difficult for them to raise debt financing, and I think there’s also an argument that ten years, as long as it may seem, it becomes a slightly different business plan for them, in that it looks shorter term.  And how they might go about it, they may not be investing, you know, “for the long term”, in terms of their long-term operating plan for the business.


MR. SETH:  Yes, I totally agree with that, and we’ve done a lot of work from a buyer’s perspective and we’ve got an army of people on our financing side looking at this and looking at alternatives.  And part of the challenge we’ve ran when looking at even a 15-year lease, is, how do you structure that debt so that it amortizes with sufficient cushion on the back end to make sure when you have to return the Lottery back to the state, you’re not left holding the bag and making the investors’ returns work.  So he hit the nail on the head.  You know, 30 years or 40 years is where you start to get that benefit.


SENATOR FLOREZ:  Okay.  Forty years, as I mentioned, to me, it seems like a long time, but are we aware of any privatized lottery in the world that has a 40-year lease?


MR. MA:  Yes.  In Australia, certain of their setup, provincial, or state—new states in Australia—they have licensed their lotteries there.  I don’t recall a specific term, but it was 50 years or greater with certain provisions that exclusivity might expire after 15 years, but, you know, we can follow up with those details, but they have entered into long-term leases.  I think you may or may not be aware, but in England, in the UK, they’ve entered into shorter-term leases.

SENATOR FLOREZ:  Ten years.


MR. MA:  Seven to ten years, and we can talk about the, you know, some of their experiences, as we understand it, and then there’s other jurisdictions around the world.  If you take Greece, for instance, they’ve actually taken a different form from a lease but they’ve created a public company which is…


SENATOR FLOREZ:  Ten percent of their lottery.


MR. MA:  And the state has continued to sell down its interest over time as the value of that lottery has grown but that’s, again, a different form where that lottery’s now effectively privatized.


SENATOR FLOREZ:  And have you, having made some, had some discussion with the administration on—are they all centered around a 40-year lease, or are there shorter durations?  You mentioned the English National Lottery.  You’re right.  That has a ten-year lease, and everything I’ve read on that particular case study, if you will, it’s renewed competition, new bidding every ten years.  I mean, have you given the state that look?  I mean, you’ve gone into Fred Klaas’s office and said, just for the heck of it, you ran the national English ten-year lease scenario and we’d like to show you the numbers.  I mean, is that something any of you have done in terms of comparisons?


MR. SETH:  We haven’t presented that data just because part of internal discussions, the numbers just weren’t attractive enough in terms of, as I’ve said, that pointed out the debt amortization and therefore getting returns up.  We haven’t but we have internally debated that.  In fact, at some point last year when we were talking to Indiana, we did look into 15 years, 20 years type of durations.  So we did have those discussions, but the movement was towards longer-term to facilitate putting in place the right capital structure.


MR. MA:  One of the things we would do as the state’s advisor is something that we’ve done in other public/private partnerships where we’ve advised state governments on is, as part of the concession process, to go out to bidders and actually ask for feedback on, What would you estimate the value to be if the license were 30 years versus 40 years or 30 years versus 50 years?  And through that price-discovery process, you know, we use the state’s advisor to help us refine views as to whether it can be a 15-year lease or a 30-year lease, or a 50-year lease might be value optimizing for the state.


MR. BRIAN CORLEY:  I’d like to add a bit of color.  When you think about ten or 15 years, you made a good point on the debt side, but you have a very short period of time so you probably can put a lot less debt onto a structure which will affect up on value.  But then also you get on the equity-participant side.  Many of the key investors on these long-term concessions—whether it be transportation or, in the Lottery’s base—and the end users are the life insurance companies, the pension funds, that are really looking for long-term asset that, you know, match up against liabilities.  When you get to the 10- or 15-year timeframe, that’s just not them.  So their willingness to pay a very low IRR, which it equates to higher for ?? value, is kind of lost.  So you’re more thinking of a much higher IRR for a short-term thing which would pretty dramatically bring down value.  But those scenarios could easily be run.

SENATOR FLOREZ:  And you’re all speaking from the investor’s point of view.  But from a California point of view, in terms of performance and making sure that we’re not stuck with someone that really isn’t doing the job or we enter into an agreement with, let’s say, an Italian company, Lottomatica, that gets involved in sometimes good things and bad things and everyone will look at it and California gets a black eye for that.  I mean, how do we protect ourselves then from a state, as a state, in a longer-term lease that gets us a high number, that gets us to $30 billion, maybe plus, because I’m sure we can get to $60 billion if we had a 100-year lease or something of that sort, right?

MR. BOESEL:  No.  It actually goes down the longer route you go.


SENATOR FLOREZ:  Does it?  Okay.  But, I mean, at some point, how do we, how would the state protect itself and its interest in a 40-year lease?  Is that the regulations and the structure in which this operates?  Are there ways for us to…


MR. MA:  That’s exactly right.  I think as Illinois contemplated its long-term license or concession and in other transportation public/private partnerships that we’ve alluded to, all these come with a concession agreement and operating standards that, as we talked about before, these are the parameters by which the state expects the business to be run.  The asset, the business will revert back to the state at the end of the term, and so it’s obviously important that the brand value, that the integrity, and the quality with which the business is run is kept to a standard.  All that, we attempt to codify in the license agreement, in the contract that you enter into.  And if there’s failure to perform by the licensee, some point during that time—and they fail to remedy that nonperformance—then the assets should revert back to the state at that point in time, and I think that’s your—that’s your ultimate protection to make sure that those operating standards are adhered to.


SENATOR FLOREZ:  Okay.  In a 40-year lease?


MR. MA:  I would say under, really, under any terms.


SENATOR FLOREZ:  Right.  Okay.  That’s the lease.  Let’s go to the new players’ potential for new markets as a driver for this particular issue.  Obviously, we’ve talked about different varieties, ways of delivery for games—the new Lottery terminal was one.  But just the threshold question, I mean, is this in California, from your point of view, just a mature industry and it is what it is; and therefore, we’re never going to get very much more out of it?  I mean, the players who play seem to be based on anyone out of the 18-35-year age group.  Everybody seems to be older, not to say that is the reason it’s a mature business.  But we have been operating this for about 20 years.  I mean, do you see a private company coming in and being able to do better in this type of an industry?

MR. MA:  Yes.  I think, again, if you look back on the per-capita Lottery ticket sales statistics of California compared to national averages or other states, California underperforms relative to others.  And as we’ve talked about a little—and I’m sure you’ll hear from the Lottery today—a great deal of that is the constraints that they work under today, so I think that explains a lot of it.


And then back to Kathleen’s opening remarks, the value of the Lottery in any sort of process or alternate ______ that we’re talking about today, a lot of that will be shaped by the restrictions that get put in place or modified, as we’ve mentioned.


SENATOR FLOREZ:  I guess the reason I ask that is, the one question that you’re going to get constantly from the legislature in this process, as we come back to session and maybe continue to debate this is, where do you see the growth of your new customers?  I mean, at the end of the day, that is going to be the question that this committee grapples with because obviously, there’s some very strong feelings about where potential growth should come from or it shouldn’t come from?  So that’s the reason that, you know, you should all be aware that’s the question of the day.  At least it’s that driver, and forget the lease for a moment.  Just on a new-customer point of view, where do you see the growth?


I know we’ve asked our Lottery director that many times.  In fact, it’s somewhat reflective in her three-year Business Plan, and that is, you know, we have to look at this group and how do you get to that group?  There hasn’t been a willingness in the committee to let her do very much in that 18-35-year-old category.  No one wants to see Snoop Dog Scratchers or American-Idol-driven Scratchers to a younger market in many cases because there’s gambling concerns.  I mean, there’s hesitancy in many cases in the legislature to allow for those types of things.  Do you see that as a hindrance for your particular play on the privatization?  I mean, would that have to be a give from the state, if you will, to make this work?


MS. BROWN:  I can only say that in every state that I have had conversations with—policy leaders, policymakers—that concern is very much the same, that legislators are representing the people and the broad interests of their constituencies and they’re interested in doing the right thing.  So go back to the statistics—you go back to the performance of other states—and it speaks for itself that there is an opportunity for enhancement of this business enterprise within the parameters of what your public policy goals are.

SENATOR FLOREZ:  Let me take that at face value and ask the opposite question, not the new markets, the machines themselves.  We have 18,000 machines in California on a per-capita basis.  One might argue, that’s the reason we don’t have on a per-capita basis the numbers that are reflected in other states.


Do we know—do you know and did you run in your numbers—the optimal amount of machines that we have to have in California in order to hit what you have projected as a good deal for California?  Is it more than 18,000?  Is it 30,000; is it 40,000, 50,000, 100,000?  What’s the number?


MR. SETH:  We did not key in a specific number that should be optimal.  What we did look at is, if you rise up to the mean or median, how would that impact numbers?  And really looked at it in terms of, what is the percent improvement in the cash-flow generation of business; and then what’s the value implication?  So instead of trying to put a policy decision in place saying this is, this is how much flexibility you’ll build in and increase at point of sales, we said, if you do this, this is the potential implications and reduced the 2 percent basis.


SENATOR FLOREZ:  So in other words, you just took our stand machines, where they’re at, at 18,000, and said, if we just were to realize the type of per capita that maybe another state has, these give us the numbers.  But my guess would be, if a private vendor would come in and say, you know, if we just had more terminals, if we had them in places that would allow us for—I’ll use Kathleen’s example—to give change or to be at a bus stop or to be at a country club or to be at places where, you know, people at many times frequent these types of, whatever it is, is that not then contemplated in your numbers?  So in other words, this is simply—I can’t believe that we wouldn’t say that we need to increase the amount of machines in order to—I mean, if you look at those other areas that have high per capitas, I’m sure they don’t have the distance and miles that California has.  I mean, we’re not a concentrated area where we have Lottery terminals like we have Starbucks, right, in other words?  So everywhere you turn, there’s a Lottery terminal like you would in New York and other types of places.  And part of the problem is, California’s constrained their lottery in terms of the amount of machines that they have.  I mean, do you see that as a give in order to get to better numbers for California in this particular leasing arrangement?

MR. MA:  Well, again, for our numbers, a lot of it was grounded on having—and I think just a clarification because I think JPMorgan was making the same assumption, of having sales reach the level of national averages.  We, for our part, do not assume either what the optimum number of machines…

SENATOR FLOREZ:  How do you get your sales up with the same machines at the same place?  I mean, what is so different?


MS. BROWN:  Well, the national average is a proxy for improving the infrastructure, the technology than adding the machines.  I think that is where you get the drivers that it’s a proxy.


SENATOR FLOREZ:  Okay.


MR. CORLEY:  And one small thing.


SENATOR FLOREZ:  Yes.


MR. CORLEY:  We talked a lot about questions on increasing the number of customers, increasing number of machines but also a lot of operational efficiencies probably could be had, maybe higher payout ratios which has proven to produce higher revenues under jurisdictions.  But you’re all trying to increase that NOR number after O&M ??.


SENATOR FLOREZ:  Okay.  Let’s get back to the lower-income neighborhood area I kind of mentioned in terms of the committee’s hesitancy in terms of targeting or marketing to a demographic that’s clearly lacking.  I’ve read our Lottery director’s three-year plan and passed the discussion this committee has had on how to maximize our own state-run Lottery.  And we do have a category of 18-35, 18-25, that really aren’t your big Lottery players.  They’re the untapped market, if you will.

Just your perspective—I’m probably asking the wrong folks, investment bankers, but maybe not because I know you all personally.  I mean, do markets just decide this, or is this something that we the state, if we, in essence, lease out, allow private companies to just do the right thing, or do you see the state providing some sort of guidance, regulation, and give me your perspective.


MS. BROWN:  I absolutely see the state putting, you know, it’s a regulated industry.  Nevada has gaming but it is regulated.  And kind of the elephant at the garden party is what’s happening in technology.  Internet gaming is not legal today.  But if you look at my grandkids and their IPhones and the way technology is going, and I see the state at risk of standing still and not living up to what the voters said they wanted them to do which is to have a vehicle to supplement revenues for an important state purpose, educating kids or healthcare, whatever the public policymakers decide.  And today, California is not only an underperforming asset but it is constrained and at risk of what’s going to happen in the future.


MR. CORLEY:  One thing ____ investment bankers, we’re totally agnostic.  The policy consideration of yours—you make the decisions—we can tell you value around those parameters.  You know what I’m saying?  We’re definitely not advocating more games, more terminals, anything.

SENATOR FLOREZ:  I understand.  But look, in reality, if the legislature talked about—let me just give you a category on this.  If the legislature says, great, we understand that we don’t want you to venture into low-income areas and preying on 18-20-year-old kids in order to move them to a game, even though that’s—in my view, the numbers say that’s where your potential market is—I mean, the legislature could say, and we don’t want certain types of advertising.  And then we put ourselves, if you will, in the Joe-Camel category of regulation. We just say, no, we’re not going to allow this.  We’re not going to allow you to advertise in certain ways.  Private companies might see that even in this lease structure as constraint, very serious constraint, and one which, quite frankly, brings our numbers down in negotiations with your investors.  So, in other words, an investor says, that’s great.  The California legislature is giving these tools, but they’re not going to let us advertise in certain ways or to certain folks.  I may not be as interested as an investor because that may be a constraint I can’t live with.


I mean, how do we deal with the questions of advertising to untapped markets, ethnic groups, lower-income neighborhoods, et cetera?


MR. JUAREZ:  I think you’ve hit it right on the head, Chairman Florez, in that any of those constraints are going to evaluated by potential investors to say, What do we think we can extract from this going forward?  And if it’s constraints on marketing, on the number of games, on the site of games, invariably they’re going to check that off and saying, you know, we’re not going to be able to extract the value we think so we have to provide them with a lower number.  And clearly, that’s going to be controlled by both the concession and the operating agreements that you signed with these vendors.  And so, you know, there’s no doubt about it.  I mean, you’ve said it.  It doesn’t need to be said too many more times that, to the extent that the legislator and the administration are going to put those types of constraints on potential games in the future, you’re going to realize probably less upfront and potential royalty…

MS. BROWN:  And that’s the process that you undertake when you—and it’s why I said at the very beginning, when you ask questions of value, the market will tell you what the value is but after you’ve had this iterative back and forth valuation—you know, this is how much it’s worth; this is how much it’ll cost you—and then you can see what the opportunity is or is not.  Without running a process, we can only speculate.


MR. SETH:  Just to clarify, I think there was a sub-question there.  As long as it’s not in the charter of a fund to not be involved in gaming or lotteries, that’s not going risk—policies won’t risk ?? trick ?? their involvement.  It’ll just impact what they bid, so just to clarify that.


SENATOR FLOREZ:  Okay, okay.  Let’s move onto a couple more drivers, and that is, if we could, the potential companies that would be interested in leasing the Lottery.  Obviously we talk about what we’re going to get, but we rarely talk about who are those potential companies.  And just a threshold question, who’s interested in this out there?  I mean, who are the folks that are interested in leasing the Lottery; do we have the buyers; are they the right buyers?  I mean, just overall perspective.


MR. MA:  Yes.  I think in general terms, there are companies that are active in the Lottery and gaming industry today, ones that might be existing vendors to the state of California help operate or outsource parts of the Lottery today, and they do it elsewhere around the country and around the world, and they’ve got terrific insights into best practices from other jurisdictions and they obviously know the industry quite well.


The other general group of parties that would be interested are private-equity firms, and you can look at traditional private-equity firms that might have experience in marketing, in retail and technology-driven businesses, and you can also look at what people often refer to as these infrastructure funds which is, as colleagues here have mentioned, you know, long-term pension fund monies, insurance monies, looking for longer-term projects, and they have significant experience in public/private partnerships working with government, state governments on vesting in infrastructure.  And so it’s those two general pools of capital that I think are most likely, that would be of interest to the parties in the process.  But they’ll have to run the process to see who specifically, who would show up.


MR. SETH:  Just to expand on that, so I would actually split that up into sort of four to five buckets.  You’ve got the operators, and we don’t think that the operators have to do this alone.  So most likely, they will like to partner with a source of capital to take the concession on, so that’s their most likely role.  They’ll  have some sort of compensation, incentive compensation, built in that’s going to work to their benefit and that’s why they’re incentivized to stay in.

Then  you’ve got, you know, what is referred to as private equity but it’s really multiple, different sets of pools of capital.  You’ve got classic private equity which is more interested in buying control of a business and then flipping it, and they invest in the business because on the back end they can make money because they own it.  Those guys are unlikely to be driving this process just because it doesn’t fit their profile.


Second is hedge funds and increasingly, they’re beginning to look at longer-term investments.  Again, they’re more opportunistic in nature and unlikely to drive this.


Third is what we would call infrastructure or lower-cost aggregators of capital, and names that would come up to mind will be guys like McCory Bank and Babcock and Brown and so forth, and that would be the group that aggregates the base layer of pension and other insurance company money, aggregates that and tries to invest it for them at obviously a lower cost to capital relative to the hedge funds and private equity.


Last bucket, and I’ll stop after that, is the pension guys and the insurance guys which really have the duration but don’t really have the bench strength to do this on their own, so they look to the guys like McCory to do it for them.


SENATOR FLOREZ:  Okay.  We won’t tell CalPERS you said that.  (Laughter)  No, I’m kidding.


That’s helpful because I think the buckets in trying to understand who are the potential will also drive us to understand what, from a legislative point of view, are the types of restrictions that sometimes allow us to get the best price—and not to say that all of those have—but hedge funds are probably going to have a little bit different perspective on advertising in certain areas versus a PERS or, you know, somebody that has maybe some social issues that they’re interested in.

On the other side, you know, we looked at the English National Lottery, for example—I mean, real bidders on this—and those who bid on the English National Lottery were the international lottery companies, sports book companies, lottery technology companies, and, of course, as you mentioned, mostly private equity, investment banking firms.  So these groups can vary obviously in perspective.  And one thing I’m sure we’re going to hear from Fred at the end is that this could also, in many cases, can include big casino operators from Las Vegas in terms of making it.  Anything preclude that from happening?  Is there anything that the legislature itself would, in essence, create?  Or does that help or hurt the bidding process ultimately?  Does it help to have everyone bid at the end of the day?  I mean, just your perspective.


MR. MA:  Well, if there were strong policy concerns about having certain categories or types of bidders, that could clearly be worked into a process.  I think as many of these public/private partnerships processes have been run around the country.  There is a qualification stage where you can outline these are the criteria, the types of players that we’re looking for, as well as the fact that on an ongoing basis, I think the expectation is that the Lottery, like any other gaming industry, would involve some element of licensure, ongoing licensure and oversight, just to make sure that, again, quality entities are helping run the Lottery on behalf of the state.

MR. SETH:  So we have a slightly different take on this.  As I alluded to earlier, we don’t think that the strategic operators are buyers, especially for the scale of the California Lottery.  So you really have to think about this in terms of people who will provide the vending side or the operations side and people who will  provide the money.  And one of the constraints that we saw happening, especially since we were working with a number of potential buyers looking at Indiana and Illinois, one of the constraints we saw is that there’s really two big companies that dominate the market in terms of providing vending services.  And to the extent one of these two or both of them fall into exclusivity type of relationships with one source of capital, all of a sudden everyone else in the process is handicapped.  So really, I think what you’re hitting on is a very detailed process review discussion to optimize value.  We obviously have some ideas which, you know, we can follow up with and share with you.


SENATOR FLOREZ:  Okay.  Great.


MR. SETH:  But you do have to think of those as separate, separate buckets.


SENATOR FLOREZ:  And thinking about one of the buckets, but does this—do any of those large companies you mentioned allow for the subleasing of various aspects of this?  In other words, you may have someone that, in essence, is in control, but yet the subleases are reflective of, in many cases, maybe not the desired policy of the state.  I mean, how do we look at that sublease question, from any of your vantage points?


MR. MA:  I don’t know if you call them subleases or…


SENATOR FLOREZ:  _____.


MR. MA:  There will be aspects of the business that might be contracted for by the main licensee.  And surely again, the state can employ restrictions if there were concerns about that.  Again, just back to our experience in Illinois, Illinois had certain policy objectives that wanted to enforce or achieve through that, and that extended to the level of what I guess what you would call sub-licensees or all contractors or vendors.


MR. JUAREZ:  Chairman Florez, just, if I could, the other thing I would mention in this context is just market dynamics will drive sort of where investors are at any point in time, and we certainly saw that in August with the changes, with the tightening of the credit market.


SENATOR FLOREZ:  Right.


MR. JUAREZ:  It basically is going to lessen the ability of certain investors to participate in the marketplace, and that’s going to change the nature both of the value of the Lottery itself but also who’s going to come and play, is their ability to access debt and other opportunities for investment that can yield higher IRRs, so there’s a number of factors that will ultimately determine who are the people that are going to participate in the finance.


SENATOR FLOREZ:  And then the large, broad array of folks that could potentially enter into this, I think our decision at the state obviously is, one is, who has the most money; and the other is, maybe, who has the best technical skills but may not come in necessarily as the top bidder.  That protects the value of the brand name and others of the California Lottery, and those are two distinct policy judgments.  I mean, obviously, we’d like to have them meld together.  From our perspective, I think we want to know at the end of the day, you know, what drives that and you’ve mentioned quite a few of them today.

MS. BROWN:  I think as John mentioned, you can screen out and pre-qualify those bidders and take care of that quality question at the front end of a process, and that’s what has happened in other concession advisory roles that we’ve been a part of, and then you can have the negotiations and due diligence be around the terms and conditions and that’s that iterative process that we’ve referred to.  And in the end, you have a very competitive process on price.


SENATOR FLOREZ:  Yes.  I’ve wrote in large caps, QUALIFICATION STAGE.  So, I mean, thanks.  I mean, I think that from our perspective, the lease gives us some thoughts about Las-Vegas-style operators who, for whatever reason, you know…

MR. JUAREZ:  And at such time, we could give you what the potential loss value is of pre-qualifying and basically shielding the state from those types of operators.


SENATOR FLOREZ:  Okay.  Let’s keep going.  And Sergeant, would you get some water for our investment banking folks because I kept them here a little longer than I thought, and I do have—I’m almost done.  I just want to make sure I ask them all the questions that I have.


I want to turn, if we could, to, again, who puts together $37 billion of cash?  You know, at the end of the day, I mean, it sounds very enticing.  You mentioned the debt equity or debt ratio on this.  I mean, is $37 billion on a 40-year lease—I mean, what does debt do to this?  I mean, what kind of pressures does that put on and ultimately what do you see—you see that as a driver.  I mean, it’s sold as $37 billion of cash and I’m sure that—I mean, is someone going to be able to come up with $37 billion in cash?  (Laughter)


MR. SETH:  I think the people who may have suggested that number are not here, but we can certainly talk to our…


SENATOR FLOREZ:  Lehman Brothers isn’t here, yes.  That’s right.  They were invited.


MR. SETH:  In terms of the numbers that we presented in our proposal and what we’ve shared with the state, the debt financing tends to be anywhere between 65 up to 80 percent off the capital, upfront payment that the state’s getting.

In terms of the ability to finance that, there’s actually a couple of markets and, again, I will put the caveat that right now we’re in a peculiar time.  But in normalized states, there are a couple of different markets where you can place that.  One is a traditional bank and bond market, and that market is very well tested.  I mean, all these LBOs that you hear about, $40 billion transactions with $35 billion of debt being financed, that’s actually happening and we leave a lot of these deals.


There’s another market for asset-back securities where we also think that there’s a second market where this can also happen and can be financed, especially in terms of the ranges that we talked about in our presentation.  So we don’t see an issue with the financing under normalized market conditions and a buyer’s ability to get there.  Obviously, we can’t say that today if you were to hit, you know, hit and try and close something today.  That might be challenging.


SENATOR FLOREZ:  Let me, just on the mechanics, if you will, on leasing of the Lottery, any models that you see that would allow us to, in essence, give us some sort of idea how this process actually occurs if we were to enter into this?


MR. MA:  And by model, you mean process?

SENATOR FLOREZ:  Sorry.

MR. MA:  I think we’ve described some out of the outlines of how it might work through the course of our discussion this morning.  But a lot of it would begin with, after sometime for preparation, is a qualification stage when you want to—there will clearly be a number of interested parties but the state will have its policy objectives and you want to know that parties in the process have the financial wherewithal to actually deliver on a bid at the end of the day so you’ll have a qualification process that may combine certain financial wherewithal tests as well as technical qualifications.  So back to your question on how do you ensure that whoever might be the licensee can actually run this at a proper standard.


From that point, it’s as Kathleen described, an iterative process where it wouldn’t necessarily be from step one asking for the number.  It will be an iterative process to determine what are some of the policy priorities of the state, how might that impact value working through what a contract or partnership contract might look like.  And then ultimately when many of those elements have been settled, then you’re down to a question of price.  And at that point, you’d go to final bid essentially.


MS. BROWN:  And in terms of time, the experience that we’ve had in the licensing concession world, in one case, in the case of Chicago and the skyway was about a 16-18 month, two-year kind of process.  In the case in Indiana, it was six months—less than six months’ process.  In the case of Illinois, it has now been a year-and-a-half-plus process and that it really depends upon where policymakers are and what authority and then when you hire your advisor and begin the iterative process.


MR. SETH:  Just to add a little bit slightly different flavor to that, I think I agree with pretty much all of the steps of the process.  I think, as I alluded to earlier, we see the technical operator element as a separate component relative to qualification of financial sources.  So we may potentially want to bifurcate that and sequence that so that there may be scenario.  One of the things that we’re debating internally is having an operator being offered as the preferred state operator to all potential money sources with obviously the right incentives in place for that operator to stay in.  You know, again, that’s a slight, different configuration than, you know, qualifying everyone at the same time because the risk that you run if you don’t try and separate these two elements is, even though you may as part of your process descriptions say that you can’t form exclusivity discussions with one source, what happens if someone says, you know, we’re going to do it anyways; if you want to disqualify, it disqualifies, and that crushes your process, you know, because now you’re in the game of liar’s poker of who’s going to blink first.  So I think we’ve been thinking internally about trying to bifurcate that qualification process and sequencing it.


SENATOR FLOREZ:  Given that there are two major operators that, you know, I think you’ve each picked one and come in and, you know, Lehman who isn’t here without the other—no operator would come in and say, well, we’ll find someone.  I think it puts them at a significant disadvantage.


MS. BROWN:  I think it’s really important, I think, to emphasize that, at least speaking for our firm, I believe for our colleagues, that our potential role would be as advisor to sitting on your side of the table with the state and helping the state pick and determine through this process that we would not be operators; we would not be bidders; we would not be investors in a lottery.

SENATOR FLOREZ:  I got.  But I think we would all be comfortable if you were watching, and maybe our state treasurer, you know.  I mean, from the state’s point of view, they being able to analyze this.  I think the financial advisor for the State Treasurer’s Office or the Department of  Finance obviously—I think we want to be able to also evaluate from a bidding process point of view, you know, the sufficiency of all the protections.


The hard part I have with this, Kathleen, is, you mentioned this being a process that is really, you know, process, because I’ve asked the question from the legislature point of view.  We have some steps to take, obviously, right?  We have, first, on the sufficiency of the voters knowing, if we needed to make amendments, that we would have to have the voters allow the governor and the legislature to make those types of changes in order to reflect a vendor’s contract, if you will, that is, that one can agree upon.  And that’s difficult in itself just in the sense that we would first have to then talk about the qualifiers, those who are allowed to bid or not because I don’t think we get passed the voters by saying Las-Vegas-style interests are able to bid and win, period.  I just don’t see that.  Maybe I’m wrong but I just don’t see that happening from the very get go. And then we have to, in essence, pass something that is reflective of the agreement.  And so knowing the committee structure, that means everybody had to have their say early on to be reflective of that.  If you think it takes a long time, just look at the Indian gaming compacts that went through the legislature.  It wasn’t as though it sailed through. I mean, there are lots and lots and lots of discussions with the administration and the legislature on that.

At the end of the day, is that a process that any of you have seen in other states, or are we unique in this?  You’ve mentioned some longer timeframes.  Is that what’s happening in other states?

MS. BROWN:  Different states have different statutory or constitutional frameworks.  California is one of the states that has been determined that it would require a vote of the people.  There’s some analysis that would suggest otherwise, but I think the conclusion is that it would have to go to a vote.  I think our view would be that the legislature and the administration and the policymakers should reach some general frame of reference with some general ranges but not run the licensing process prior to the certainty that it can happen because it would be our view we would handicap the premium that a state of California licensing for the Lottery could command if you had this big uncertainty, and it could limit the potential value.


MR. SETH:  We completely agree with that.


MR. JUAREZ:  Yes.  And in every instance and every meeting that we’ve been in with the state, with the Department of Finance or with the State Treasurer’s Office, we acknowledge that it’s a preparatory, if you will, phase that comes from the policy and that needs to be done because otherwise you are going to limit the number of people and what they’re willing to pay for the asset.

SENATOR FLOREZ:  Yes.  No, I get that.  But at the same time, they would want some certainty, at least not so much broad categories, I assume, on what the legislature on the advertising side, on the marketing side, on where you sell or you don’t, I mean, terminals.  I mean, if I were an investor, I’d probably want to know a little bit about it, right?


MS. BROWN:  Yes.  I think, as we see it, you have some broad parameters, just as other kinds of ballot measures would  have broad parameters, but you want to leave room to create a dynamic, jump-all competition that will encourage bidders to pay the maximum value.


SENATOR FLOREZ:  Let me ask an opinionated question, and you don’t have to answer it, but is California a desperate seller at this point in time?  I mean, we’ve hurt our own premium at this point?  I mean, shouldn’t we be fickle about selling our Lottery?  Shouldn’t we, in essence, say we ought to give our current state-run lottery all the tools that the private sector is asking and keep it rather than say, maybe as the governor has, we need it to solve our budget crisis; we need it to have healthcare in the state of California.  I mean, does that hurt us and for folks that look at California and say, boy, they’re going to really need this; I mean, they need us versus do we really want this asset?  I mean, what’s your overall perspective on that?


MR. SETH:  We’ve submitted some prepared remarks which, you know, if you get to review that, this is the issue that we’ve addressed there that maybe you don’t have to actually privatize.  You can monetize it with tax-exempt securities and potentially you don’t get a lot of upfront cash that you may need for other initiatives.  So our answer is, you’re not going to be at the mercy of the buyers here, that they’re not going to feel like—you’re a handicap.  You have other alternatives, including doing nothing.

MR. JUAREZ:  And the one twist, there will be the use of the proceeds because you’ll have limitations because the taxes ___ as to what you can eventually use.


SENATOR FLOREZ:  But of all your analyses at the end of the day, I doubt that any of your analyses is going to say we should nothing, right?


MR. JUAREZ:  Correct.


SENATOR FLOREZ:  Direction-wise, I think you’re going to have to do something.


You mentioned something as a possibility—let me go to some possibilities.  You mentioned some of the debt structures, but we mentioned the Greek government earlier in 2001 taking 10 percent of their lottery and actually went public with it on the Athens Stock Exchange.  Has that been contemplated; have you looked at that; has it worked; has it not worked?


MR. MA:  It is something that we have contemplated and it’s on it’s on the—we think would be on the broad spectrum of alternatives that could be considered.  I think one of the issues that you alluded to or you talked about Greece and how they only sold 10 percent initially.  They’ve continued to monetize down the government’s holdings over time.  But depending on—whether that’s an attractive alternative will depend on a range of factors.  One is the need for upfront proceeds because I think in an IPO you may not be able to realize all the value, day one.  You’ll have to realize some of it over time.  And the second is, again, that appetite on the state’s part to hang on the business risk associated with the Lottery in that, if you retain an ownership stake and you’re going to think, well, we’ll monetize that value over time.  You’re going to be subjects to the ups and the downs, depending on how the business performs.  That, on top of, you know, sometime and process to convert and an organization like the California Lottery into a public company with all the reporting duties of being a public company which are significant and can be onerous, you know, those are all things to weigh in.


MR. SETH:  I make two points.

First is, what are your goals.  If it’s upfront cash, then I don’t think that’s a good idea.

Second is, even if you pursue down that path, you’ll still have this entity that’s now publicly traded and is being given a value in the public markets.  It’s still trading on the basis of the fact that it’s got some sort of underlying license as a quasi-monopoly, so you will still have to deal with that issue, and I think Greece has that as well.

SENATOR FLOREZ:  Let me ask another question on who has $37 billion in cash.  Connecticut obviously had contemplated going, selling a portion of the lottery but going directly to their state retirement fund.  I mean, is this something that California could consider, going directly to PERS and saying, this structure is one in which we want to go directly to our own state retirement fund?  What are the advantages and disadvantages of doing that?

MS. BROWN:  Well, CalPERS has recently committed…


SENATOR FLOREZ:  One percent?


MS. BROWN:  …1 percent, so that’s an additional $2.5 billion that will be added into the global capital pool of equity looking at these infrastructure and “social” infrastructure investments.  I think the Treasurer’s Office representing—sitting on CalPERS—would, I’m sure, want to look at as, is it a prudent investment?  They would ask the same questions—what are the parameters; what are the restrictions, how fast you want it to grow.  But I think you would have to have your technical partner, your operations partner, and I can’t speak for, you know, CalPERS, whether they would want to engage in this partnership.


MR. JUAREZ:  I sit on a pension board and I would just say that you’re always faced with the questions about where your money’s going and what it’s funding, and there has been a hesitancy for pension funds, public pension funds, to be invested in areas in which questions about the propriety of those investments might come into play, and that might affect the overall interest of CalPERS over time as to whether or not, realizing it’s a state-run entity nonetheless, there are still questions that might come up, whether it’s, you know, whether it’s cigarette stocks or gambling or other sorts of activities that raise hairs on people’s necks.


MR. SETH:  And that did happen, you know, when were exploring discussions on the buy side for Indiana and Illinois.  That did happen with one party that I wouldn’t name.


SENATOR FLOREZ:  I’d be nervous—I mean, if CalPERS said, boy, this a really bad deal, we’ll pass, I mean, I’d feel nervous whether the state was doing the right thing.


MR. JUAREZ:  Yes.  The one thing to consider is, it does fit the profile for public pension funds because in the long-term return on the revenue, and that fits the retirement profile pension benefits payments for pension funds.  Clearly, there’s a nice match there.


SENATOR FLOREZ:  Okay.  Two more sets of questions and then we’ll be done.   Your thoughts on the lease and dealing with our existing vendor contracts.  Are we on the hook, state, for any sort of bifurcation of current vendor contracts, and how do we work that?


MR. MA:  I think we’d have to look in the details of the contract.  There’s early termination provisions and are there any penalties associated with that.


SENATOR FLOREZ:  And what about existing employees, obviously—you know, we had a labor issue here, quite a big one, and one that our legislative counsel opined on.  How do we solve that?  How do we unwind that in this particular…

MR. MA:  I think it’s really the state’s decision as to how current employees of the California State Lottery, you know, how they would, whether they would go to the new organization where they were given a choice or to come back—or to have other jobs within the state of California.  I think it’s just interesting to note that the California Lottery has, I think, approximately 600 employees in a total state workforce of many thousands.  And so in Illinois, for instance there was discussions as to how the state wanted to hand over the 150 or so workers associated with the Illinois State Lottery, and I think where the state wanted to have was to have a potential licensee or concessionaire offer jobs to existing Lottery employees, but it was the Lottery employee’s choice as to whether they wanted to accept that or find another position within the state.


MS. BROWN:  Mayor Daley in the city of Chicago, when he undertook one of the first concessions in this era, made it part of the process, part of the concession agreement, the way in which the employee groups were to be treated in either, as John said, go to—would have the choice of going to the new employer or would be absorbed into the state system.


MR. SETH:  And just to add to that from the potential buyer universe perspective, this opportunity is a lot more about revenue pickup and sales pickup and expansion.  And really, at least in our discussions, there’s very little focus on actual head-count ?? reduction or any such element there.  They’re actually, probably more expansionary in nature.  That’s their focus, at least the people that we’ve talked to.


SENATOR FLOREZ:  Maybe just the last question, big picture.  Obviously you’ve all talked, we’ve all talked about the five other states, contemplating, looking into, but yet none has.  You know, from our vantage point, sitting where we are in California, and just your thoughts on why it hasn’t occurred in these other states.  And then, of course, the follow-up question is, Why should California be first?

MR. MA:  Well, I’d say, given the process pathway here in California, it may not be the first by the time any transaction may or may not happen.  In Illinois and Indiana, the specific issues are, they’re still awaiting legislative approval.  Legislators are out session now in Illinois and Indiana.  There were a lot of active debate as to whether it’s the right thing to do or not.  And so I think that dialog and that process, you’ll see likely continue in the coming months and years.  Aside from that, as you go around the country and talk about some of the states where there have been press reports that, you know, the states are considering it, you know, given all the issues that we’ve talked about this morning, you understand this is a complex business.  There are risks.  There’s many policy and financial decisions that need to be considered in marrying those two up and so it takes time, and I think that’s probably the simple answer at this point.  States are exploring this.  But given the host of issues and decisions that need to be made, it will take time to work through these to again maximize value for any state in contemplating one of these transactions.


MS. BROWN:  I see the licensing of the State Lottery being in California or elsewhere as in part a financial transaction, but it’s very much of a political transaction, an important, really important, public-policy transaction.  And the fact that it does take time, the fact that there are delays, is because it is a very important public-policy transaction, and the issues need to be weighed and the objectives need to be defined.  And depending upon what your goals are and what problem you are solving too, that will help California and will drive California and these other states to an appropriate conclusion for what is right for them.

SENATOR FLOREZ:  Any other concluding comments?  That’s a great way to end, if that’s okay with you folks.  Thanks for letting me have 90 minutes.  I’m sure the rest of my committee will want you for double that time.


MS. BROWN:  We appreciate it.


SENATOR FLOREZ:  So we appreciate you coming and very much appreciate the information.


Let me say for the record, if you have a presentation or an opening statement, please make sure we have that.  We’re going to have a transcript of this available in the next couple of weeks.  We want to make sure all is included in the transcript for this particular hearing because I’m sure people will want to read about it and the committee as well.  Thank you.


MS. BROWN:  Thank you.


MR. SETH:  Thank you.


MR. JUAREZ:  We’ll talk about putting…


SENATOR FLOREZ:  Steve, thanks.


Okay.  Let’s go to our panel—Paul Rosenstiel, deputy treasurer, State Treasurer’s Office; Fred Klaas, chief operating officer, Department of Finance; and Joan Borucki, director of the California State Lottery.


As fair warning, I do not have as many questions for you.  Joan, I have a few on the Business Plan, and I’d like to get Fred’s overall thoughts on kind of what you heard, but, really, I wanted to reserve a lot of the hearing to, What is being proposed, what’s floating out there, and what are the components and drivers of the concurrent lottery systems?  You know, this won’t go 90 minutes.  It will be very, very short.


But maybe too, I don’t know if you have opening statements or not, but just maybe to Paul and then maybe to you, Fred, you know, given the fact that this is a very large transaction, is the state adequately represented, in essence, when we have very smart, capable, charismatic investment bankers walking into our doors with, in many cases, a proposition that sounds very enticing in some cases?  I mean, what would you say?  How do we as California best protect ourselves?  I know, not to say that our capable staff isn’t able to run 40 years of numbers and look at debt ratio—Richard—no (laughter)—so I think, how do we best look at that, particularly from a committee point of view, given this will run through this committee at some point in time?  Either/ or.  Paul?

MR. PAUL ROSENSTIEL:  Well, I think, first of all, there’s a lot of work that can be done before we need to bring in a lot of investment bankers who expect to get paid a lot of money.  The very fundamental question is, Do we need to bring in a private operator or do we need to do some kind of capital market financing to bring revenues upfront or guaranteed revenues?  We may or may not.  You know, people talk about the fact that California is an underperformer.  Well, the 27 states that produce more revenue per capita are also state-run lotteries.


So, you know, the question is, first of all, we need to evaluate whether we want to turn the Lottery over to a private operator and whether we think that the private operator can do a better job over and above what changes we can achieve just by changing the laws in the ways we operate because I think the evidence to date is, that we’re an underperformer not because who operates the Lottery but of how we operate the Lottery.  I think that we can bring consultants in.  I think that there are things to evaluate.  At some point we may decide that it does make sense to bring in a private operator, and in particular it might make sense because we want to bring the maximum amount of revenues upfront.  The value of the Lottery, the question of the day, is a function of what the investment bankers often refer to, which is, What is the cost of capital if somebody is going to pay a price to buy our future Lottery revenues?  And if we want to get the maximum, if we want somebody to take on the risk of operation and give us some certainty, then that’s going to mean some equity capital; that’s going to mean some kind of private operator that’s going go be raising that money at a much higher cost of capital.


If, on the other hand, what we want to do is we want to bring the money, either none of the money upfront or a smaller amount of money upfront, then we can do as the gentleman from JPMorgan mentioned at the end, we can do lottery revenue bonds, either taxable or tax-exempt.  I mean, we sold GO bonds for the state today in 30 years at an interest rate of 4.75.  Well, the lottery revenue bonds that have been done by Oregon and by Florida and West Virginia are rated triple A, but that’s because the investors are not taking on the risk of all lottery revenues.  They’re just taking on the risk of some.  They’re buying a portion of the lottery revenues.


So part of the question is, Do we need the money upfront?  And if so, how much money do we need upfront?  So we need to say, Well, how are we going to use the revenue first, you know?  In other words, if we’re going to pay for healthcare over 40 years, maybe we don’t need all the money upfront.  If we’re going to use the money to pay off the economic recovery bonds, yes, we do need the money upfront.  So we think that there’s lots of questions about the approaches that we might want to pursue that we can evaluate from a policy perspective as well as from a financial perspective before we get to the point where it may be that we really need to do some kind of a public/private partnership that the conversation tends to jump to pretty quickly.  I think the two circumstances in which we would want to do that is if we really want for some reason to get all of the money upfront, the maximum amount of money upfront that we can get.


And the second reason is to get, pass on, get somebody to take on the risk of future operations because there has been variability in the way in which the Lottery has operated in the past.  And if we want some kind of greater certainty—and certainty is always helpful in budgeting, whether for schools or for healthcare or whatever—we can reduce that risk by passing on that risk to a private party.  But we have to understand that to the extent we’re asking the private sector to take on more risk or asking the private sector to give us more money upfront, there’s a cost for that and that cost is in the interest rate at which they’re going to be valuing our future lottery revenues and paying for them.


So we think there’s a lot of issues that can be discussed beforehand.  We should obviously have assistance in that, but that’s not the kind of costly assistance to the same degree that hiring an advisor to sell, to lease the Lottery, would be.  If we make that decision that that’s the way we want to go, I think that we do have, as we always have, we have some challenges in terms of how we structure the relationship with that advisor because generally advisors get paid if the transaction gets done, and generally we won’t want to pay a huge fee if no transaction gets done.  But on the other hand, if we hire advisors who get paid, if the transaction happens, then we have questions about how to make sure we don’t have—we have advice from them that’s in our interests, not theirs.


SENATOR FLOREZ:  Fred, let me turn to you.  At this point in time, do we have a clear picture on what we would use, you know, this Lottery proposal?  If we moved in this direction, what would be the use?  I mean, I think Paul hit it right on the head.  I mean, at some point in time, it talked about paying off the recovery bonds, freeing up the triple flip, and giving us some breathing room in this, and we kind of transformed over a couple of weeks to say, well, this could be a possibility for $2 billion, you know, over 14, 15 years for healthcare.  And I think Paul’s right.  It does make a significant difference on how we might structure some relief in this.

Where are we?  Where is the governor right now at this point in terms of either proposal deficit bonds or healthcare?


MR. FRED KLAAS:  Right.  Well, as you know, the governor has proposed Lottery receipts as a potential funding source for healthcare.  The $37 billion number that Lehman put out was the basis for that, but it’s a not a proposal that we are making as the particular funding model that we want to use.  We’re completely open to how we might structure this deal.


As you’ve heard here today, and you didn’t even hear everything, I don’t think, in the way a deal could be structured, we’re looking at all those proposals.  The one and only thing that my colleagues from the Treasurer’s Office said that I would disagree with is, I think it is important for the state to bring on an advisor now because there are so many variables, so many options, so many policy questions.  We need the analytic power; we need the connections with both lotteries in other states and expertise to, for instance, evaluate all of our statutes and say, well, what is it about this constraint that limits our ability to get up to the national average?  What’s the price tag on that?  What’s the cost of doing that in terms of public policy?


I think we need someone to enumerate all of the options for us in terms of how to deal with the structure or whether there would even be a deal if the state kept the Lottery, and what the costs and benefits are, not only from a financial standpoint but from a public-policy standpoint.


SENATOR FLOREZ:  No.  I get you.  Let me ask a question, though.  I mean, are we a step away from that, I think, is the issue.  You know, with a little work, and our Leg Counsel can give us the legal constraints, you know, what can we do, what we can’t do.  And I think we need to do that and obviously, our Leg Counsel gave us a preliminary—you know, we needed to go to the voters and ask them—you know, we still have questions of what we’re asking them.  You know, I’ll be asking them to give the legislature the ability with the governor to change the statute, or are we asking them to change the statute?  I mean, there’s some things that Leg Counsel gave us, real clear.  The labor issue was real clear in Leg Counsel’s opinion as well in terms of some constraints that we needed to consider, and we have to consider that as well.

The FA concept is an appealing concept from a health point of view.  What would say, though, in terms of how an FA would—how would an FA get compensated and why would we not rely on, for example, say, the State Treasurer’s Office or State Controller’s Office or some of our financial folks in house—Leg Counsel, State Treasurer, you know, Controller’s Office ____--we have the personnel to help.  Would we not first gather folks around to ask the question, What is our goal?  You stated it, and now it’s healthcare.  Okay.  If it’s healthcare, then now we’re talking about, you know, an annual appropriation, I assume, over a certain amount of years.  And that then allows us to figure out, if you will, lottery revenue bonds might be the solution to act or not, or do we still need the upfront?  I mean, how do we…

MR. KLAAS:  I do think it’s both.  Obviously, there needs to be some basic agreement on the goals, as you’ve heard, even in the first panel.  You need to know what your goals are.  But I think it’s our sense, that to some extent, you can’t know what’s doable and therefore set your goal to that until you know what’s doable.  If, for instance, we had the assistance that said, you know, you just can’t get where you want to go in terms of funding healthcare.  Well, then that’s not the goal anymore.  It’s something else.  But right now, we have—I have, at least—in my office, you know, nine different financial firms that have all said the Lottery’s an underperformer.  They’re all in the range of anywhere from $15 (billion) to $37 billion, $55 (billion) or $60 billion if you were to include video lottery terminals.  And these are all assumptions just based on simply getting up to national averages and not assumptions based on anything extraordinary.  And where we would like to go with this is to get the authority to bring on some financial advisors, experts in the field, to tell us, with more specificity, here’s how you would get there.  These are the options; these are the choices you would have to make about how to get there.  Who else to figure out what model we think is best?

Obviously working with the legislature through all of this because in the end, the legislature has to approve whatever policy choices will be made and ultimately would go to the people.  So we see it as a multi-step process.  And bringing on the advisor is just our first step to help us get this specificity about what we’re talking about as opposed to the generalities, which is where we’re at today.


MR. ROSENSTIEL:  We don’t disagree about the need to bring on an advisor.  Let me clarify it.  What I was trying to say is, we don’t want to bring on an advisor at this point who is only going to get paid if there’s a large transaction that gets done because we think that that creates too much of an incentive to drive the answer.  We think that we should bring on advisors.  We don’t think that the expertise is in house within our office, the Department of Finance, the Controller’s Office, and anywhere, but we think that it has to be perhaps a preliminary type of contract that is more evaluating the options rather than one where bringing on somebody who’s going to get paid $500,000 if we do Lottery revenue bonds but it’s going to get paid $50 million if we do a 40-year lease.  We think that that’s not the best way to get us the best advice.


SENATOR FLOREZ:  I know that there’s no—Richard, that wasn’t directly that we couldn’t do it here on this committee for free.


UNIDENTIFIED SPEAKER:  Yes.


SENATOR FLOREZ:  Fred, how would we—I mean, given—I mean, as a valid concern from an FA structure point of view, I mean, are you discussing ways that we could pay an FA in a way that would not—would be reflective of an outcome being either revenue bonds or, you know, a large lump of some payment from a vendor?

MR. KLAAS:  Yes.  We’ve given it some thought.  I mean, frankly, I think the process we were going to go through would be essentially an RFP kind of—tell us how you would do this without an upfront compensation.  How would you structure it and ask the market to come to us and tell us, here’s a structure that would make you feel comfortable that the payment structure is not going to buy us the outcome of our recommendations and findings to you?


SENATOR FLOREZ:   Okay.  Well, let us know that on that process, because we’d be interested from a legislative point of view.  Would that be a bill that would be running through the legislature for that approval, or would this be included within the governor’s budget?


MR. KLAAS:  I think we would need special statutory authority.


SENATOR FLOREZ:  Okay.  So then we really would want to be a part of that process, given, come through the committee?  We want to make sure that people were paid in a way that allowed for, you know, no reward for the highest—it’s kind of me asking sometimes the investment bankers, Do you prefer a 40-year lease or a ten-year lease?  Well, 40 obviously would look great, and not because it just doesn’t work.  I mean, the numbers work but, I mean, there is some end node there which people get paid.


Let me ask you both and then here’s what I’d like to do.  I’d like to ask just a couple more questions and then I’d like to just focus on Joan and you guys can just sit because I want to have specific for the Lottery on the Business Plan.  But what do you make of the discussion that we had earlier with the investment bankers on the sufficiency of the current market in terms of market share gain?  I mean, do you see any other way we wouldn’t have to modernize, move to video lottery terminals, move to other types of technologically advanced means for the Lottery?  I mean, do you see that as part and parcel of the value of moving in this direction, or are we simply saying, in static, 18,000, you know, terminals today, just moving it up to what the second state is successful gets us?  It’s hard for me to evaluate.  I’m seeing cash flows, but, I mean, just your perspectives on, I mean, can we even get there without giving away a lot to a private company?

MR. KLAAS:  From my understanding of the situation, I would say, no, you have to change some of these conditions.  I don’t know how.  To suggest that we could keep everything exactly the way it is and dramatically improve the Lottery would be to be imply that the current Lottery staff are doing really terrible job, and I don’t think that’s the case.  I mean, I think we have to change some of the way we’re doing business now.  Obviously it doesn’t need to be a wide-open situation as was alluded to in one of the earlier comments.  The numbers are all predicated on getting to the national averages.  Unless the national averages—in terms of market penetration, in terms of their public policies—are just so far out of whack with what California could tolerate, they’re just national averages that we should be able to obtain.


MR. ROSENSTIEL:  I agree.  There are many changes that need to be made in how the Lottery can operate.  It does not have to mean that we go to BLTs.  Many of the states that are producing much higher revenues per capita than California don’t operate BLTs, but there’s other changes that can be made in terms of how the Lottery operates, payout limits on payouts, retail penetration, also some things like that, that may or may not be acceptable but are changes that probably, looking at what other states do, are probably some of the ways in which California can get up to the national average.


SENATOR FLOREZ:  Just maybe a last question before we get to the Lottery and maybe request—I don’t know if we can request this—but is it possible for the State Treasurer to run their own scenario if we were to, in essence, deal with the healthcare factor of—you know, if healthcare is, in essence, what we’re trying to achieve, would it be appropriate?  And I haven’t called the state treasurer.  But it would be appropriate for the committee to ask for some sort of analysis or some view of an alternative that’s given by the State Treasurer’s Office to the committee so we can at least ponder it?

MR. ROSENSTIEL:  Well, I think the one—I mean, we could do some analysis but we would largely be drawing on our friends in the investment banking world, and the ones who visited Fred usually then come across the street and visit us, and we’ve seen a lot of different scenarios.  I do think that, as a comparison to what has been, gotten the most publicity, again, the issue that the JPMorgan people mentioned at the end, the concept of doing lottery revenue bonds, is a possibility insofar as—the paying for healthcare is paying over a 40-year period of time.  Therefore, while we limit risk by bringing all the money upfront, there’s an alternative way of going about it, and that is, not bringing all the  money upfront.  If you don’t bring all the money upfront, then you can utilize perhaps less risky sources of funding which can be done at lower interest rates which can generate more money and that’s lottery revenue bonds.  So perhaps that’s an alternative.  But to be honest, and, you now, I think we can compare perhaps to the Lehman Brothers’ analysis, if we understood and we’ve seen their numbers and understood their numbers, what an alternative…

SENATOR FLOREZ:  Yes.  And I think my—let me try to rephrase it.  I don’t necessarily think we want to see a comparison physically.  I think we’d like to explore the option of how that revenue-bond scenario might work.


MR. ROSENSTIEL:  Okay.


SENATOR FLOREZ:  I think that would be helpful, just to understand the mechanics of it, to understand what it might do, what it might look like, would help us, because then we then transition over to our current State Lottery and say, you know, Joan, what do you need from the legislature, if you will, took the chains off, and allowed you to operate the way our private-sector friends would like to operate the Lottery?  I mean, could we, in essence, improve the Lottery in a way that would give the sufficiency for the bonds to be placed with some sort of confidence?  And that’s just a completely other type of structure and it’s a completely different type of question.  But I think, you know, it’s one of the reasons that we wanted to go for a three-year plan for a bit to see if that’s an option and based on some preliminary changes by the legislature or if that allows you to run your numbers in the way that gets us to some sort of scenario that allows us to do healthcare, for example.

MR. ROSENSTIEL:  We can run a scenario.  We’ll also point out to you what we think are some of the downsides perhaps of that scenario in comparison because there’s lots of value to the concession as well.

SENATOR FLOREZ:  Okay.  Anything else you both would like to add?  Steve?  _________ and, Paul, I look forward to working with you.  All right.  Thanks, Fred.  Appreciate it, and I look forward to getting with you.


Okay.  Joan, thanks for joining.  You’re the main show on this portion of the hearing, and what I’d like to do is to talk about getting to, if you will, the revenue-bond approach.  If we were to move in a direction to get our current State Lottery, if you will, as a non-performing asset, as I’ve mentioned earlier—and let me be—you know, we’ve had enough meetings to know that I don’t put any onus on you as the director.  I mean, the reality is, we’ve had, and I hope everyone recognizes this, that we’ve got 19 Lottery directors in the last 20 years; is that correct?


MS. JOAN BORUCKI:  Yes.


SENATOR FLOREZ:  So, you know, this is an issue that has been ongoing through administrations, not just with this administration, but, you know, I don’t necessarily think that’s good for long-term planning to have 19 directors in 20 years in the State Lottery.  You have put together, I think, for the first time, a three-year business plan that gives us some sort of, to us, since the committee’s been overseeing the Lottery for a few hearings, that seems to be the type of leadership that we were looking for and giving us sufficiency and understanding where it’s going.


Maybe you can just kind of give us your broad view of what you’ve heard today thus far and you might hear—some people are saying obviously, you know, we could do a lot better than Joan can because we want to privatize or lease out the Lottery, and maybe you might say that we haven’t given you the tools to do it, so maybe this might be that opportunity.  I have some specific questions about the report.  Maybe you can just give us your broad overview.


MS. BORUCKI:  Well, let me start with the reason why we have this three-year Business Plan in front of us.  When I joined the Lottery back in February 2006 and walked in the door and discovered that there was no long-range plan, the Lottery was basically doing year-to-year planning, and it was pretty much status quo.  Being the type of individual I am, I started looking at, well, where are we headed?  What are the trends?  Where are we going?  When you started to analyze those trends, even those sales had been growing at a nominal amount the last several years, you looked at the trends and you had to look at trends not just in the sales growth, but you had to look at the trends in the player-ship, the number of players that were leaving the State Lottery business because this is a customer-driven business; this is a retail business, so it all needs to be about our delivery mechanisms and our customers.  We won’t have sales without them.  And when you looked at those numbers and you looked at those trend lines, they were negative.  They were not showing a very good future for the Lottery, so we needed to take step back, analyze those trends, analyze what was influencing those trends.  We spent a lot of time doing focus groups, reaching out to people and talking to them, finding out what it was about the current lottery that was turning them off.  We had a lot of loyal players that had left, and we were not attracting new players, so that’s not a good position to be in for the future.


So that basically was the genesis of why we needed to do this Business Plan, and this Business Plan is really just the first one, the first step, because it really analyzes where we are today.  That’s where most of the effort went over the last year.  This year, all of the effort will go into the four strategies that we’ve identified and developing very specific tactical plans under those four strategies, and we, since publishing this, we’ve been very busy developing those tactical plans.  Those are in the area of the marketing and the brand and getting very specific there about what we’re doing, how we’re doing it, and trying to make better the image of the Lottery because the Lottery does not have a very good image right now, even with its most loyal customers.


The other thing that we’re trying to deal with is the retailers, retailer recruitment, and retailer optimization.  Just looking at the number of retailers we have out there and saying, you want to increase the number of retailers isn’t going to get you more sales.  You need to stop and look at where the retailers are; are they in the optimum location; have we kept up with the population shifts in the state as far as where our retailer locations are?  And then customer convenience.  Will the customers accept self-service, which we have a lot of those in our grocery-store chains, and they’re one of our most underperforming trade styles.  Or, are they too reliant on the, more of the mom-and-pop convenience stores where they get the face-to-face service?  So you need to look at all those factors when you start talking about the number of machines in the state.  It’s not just the numbers; it’s where they are and it’s the kind of machines that we’re using.  So we’re looking—as a matter of fact, my staff is back having a huge meeting this morning to finalize our retailer-recruitment plan for the year.

And in addition, we need to look at the product lineup.  Except for the raffle-game introduction that we did last February, there has not been a new game introduced in the state of California in over ten years.  That’s the stale-product lineup.  And as you mentioned earlier, that’s still like offering Pong when everybody else has their Xboxes and their handhelds.  So we’re also looking at generating a new product lineup based on what our customers that we have today and those who have indicated, if you had something different, I might play, have told us, and feeding that into new game development.


So those things we’re trying to do but we’re trying to do those within the constraints that we operate under today.  So without having to come into you and say, Senator, I need X, Y, and Z changed in the legislature, this business plan is based on what can I do today within the rules that I’m operating under today.  With that, we’re probably only looking at maybe a 28 to a 35 percent lift in sales with all of that.


If you want anything greater than that, then you’re going to have to address the customers’ biggest complaint, and that is, the price payouts.  You’re also going to have to address the fact that they want customer convenience which means, we have to deliver the games using an easier mechanism for them which means some of the technology restrictions have to be lifted.  And then there’s also the issues of the theme restrictions and the types of vending machines I have.  It’s interesting to think of, that if I give change out of my self-service machines, they’re considered a slot machine today under state law.  So it’s just—some of it seems simple, but there’s a lot of public-policy questions behind a lot of this.

SENATOR FLOREZ:  Sure.  Well, let me get to the broad question maybe.  If you think about it, do you think that any of our investment-banking folks here today would contemplate a lease structure for our Lottery and operate with your rules alone, without any changes?  I mean, you’re telling me 25, 35 percent increase in sales.  I should have asked our investment bankers that when they were here.  But, I mean, their assumptions probably aren’t based on your restraints, or do you think they’re based on a loosening, if you will, of those restraints in order to get…


MS. BORUCKI:  You know, to be very honest, I’m not sure what their assumptions are in putting forth the various numbers.  I know personally—I don’t know that I’d want to take on running the California State Lottery as a private entity if I didn’t have a little more freedom in operating it.


SENATOR FLOREZ:  Right.  And given that, I mean, we’ve talked about whether or not our underperforming assets in the California State Lottery has been hampered with various—you mentioned a couple of them, acknowledging location and customer-satisfaction issues, not having a new game in ten years.  I mean, all of those seem as though things that, if we were going to keep our Lottery, we ought to begin to process.  I mean, has the administration thought about coming forward with those types of recommendations to improve the Lottery?  I mean, in the midst of your three-year planning, I’m sure, if somebody calls you on the phone and says, hey, Joan, stop what you’re doing because we’re going to sell our Lottery or we’re going to lease out our Lottery, I mean, how do those two things work together within the administration?  On the one hand, you’re the Lottery director working on a three-year plan; your staff’s meeting right now talking about how to improve it.  On the other hand, Fred’s sitting here entertaining, you know, folks that say, we can do a better job and you ought to sell it.  I mean, how does the administration deal with both of those?  You’re going to keep going until you get the notice or you’re going to—how does that work?


MS. BORUCKI:  Yes, I’ll keep going until someone tells me I no longer have a job.  But to the administration’s credit, they have fully supported me going forward with the business plan.  I’ve got to still continue to operate the Lottery.  We still want to get the most value out of the Lottery that we can today, so we’ll keep moving forward that way.  And interestingly, talking to my other colleagues in the other state lotteries that are going through the same kind of thought process, it’s very much the same thing.  You’ve got to keep the day-to-day business going; you’ve got to keep the future planning going because you don’t know.


SENATOR FLOREZ:  Is it fair to say, though, if we were to engage in, if you will, a loosening, allowing for an update of our Lottery, and again, going from Pong to Xbox, continue to use that, even now, even as Fred and the folks who are evaluating the sufficiency of leasing the Lottery, even if the net phase, doing the analysis—I mean if we’re working towards improving your Lottery and loosening some of the restrictions in a way that improves the game, would that not have benefit for, in the event of selling—signaling, if you will—you know, Kathleen Brown mentioned earlier, you know, if the Lottery is an iterative process where they’re looking at the legislature saying, how far their willing to go and, you know—but if we’re signaling early and trying to help you with some of those restriction lifts, I mean, it seems to me that kind of works in unison.  If we were in essence to head in a direction, maybe we’d end up with bids that are so far off the mark that we say, you know, what did we do all of that for?  But at the same time, if we’re improving the Lottery, lifting the restrictions, if you will, in many cases that allow us to have a better gain, giving  you some of the tools you need, I mean, I think we all win at that.  Would you agree with that, or is this something we just kind of say, well, Joan, we’re going to wait till the administration figures out whether or not they’re going to sell this thing or not or to lease this thing out?  So therefore, just keep operating, if you are.  What’s your perspective on it?

MS. BORUCKI:  Senator, I wouldn’t turn down any of those changes.  I would certainly welcome some of those changes.  Definitely in the end, it means more money for education.


SENATOR FLOREZ:  Okay.  Let me ask some specific questions about the Business Plan, not too specific, if you have to pull it out.  But we talked about the jackpot fatigue, if you will.  I think you’ve heard me talk about it.  Is this a mature industry or not?  What is your perspective having now gone through this three-year process?  I mean, are we there?  Are there extension strategies that allow us to take the life-cycle curb one more notch and introduce revenue again?


MS. BORUCKI:  No.  Actually, one of our major strategies is to shift away from the jackpot paradigm.  We will always maintain the Super Lotto Plus, the Mega Millions.  Those are very much jackpot-driven games.  People play when the jackpots are hot.  Unfortunately, that bar is getting higher and higher.  But what we need to do, and this is in the area of new game development, is offer our customers the kind of games they’re asking for, and what they’re asking for are games that have more winners at one time, so a multitude of winners at lower-tier prizes.  They would be happy if they—as a matter of fact, the manager at the restaurant knows that.  Yesterday, he was giving me his thoughts on what he wanted to see.  And he’d be happy with $150,000.  You know, for some people, that’s not enough.  They’d like to have at least a million.  But that’s a common theme that we hear, whether they’re writing in to us or people on the street or the focus groups that we’ve had.  They want to see a shift away from that jackpot paradigm as well.  And so, unfortunately, the others in my industry are not quite there with me yet, so California will be taking the lead on producing these games that don’t reflect a jackpot for the game but reflect the multitude of winners.

SENATOR FLOREZ:   I think you heard me mention a few times the 18-to-34-year-old category as being, at least according to the Business Plan, somewhat underutilized.  I mean, are we going to just continue to forego that market even in your plan, or is there a plan to…


MS. BORUCKI:  It’s a difficult category.  Again, looking at it from the social responsibility and the public-policy side, it’s a difficult category to step into without crossing some of the social responsibility line.  So it’s something we do with a little trepidation.  The thing is, though, if you look at any analysis over time of Lottery players, you see where Lottery players actually become more of a loyal player is when they get into that age group beyond 35.  So the 35 to 60 is really the majority of the Lottery players.

What we had feared is that, well, if you don’t introduce the lottery game to them at an early age, you’re not going to capture them later on.  That may not be true.  It may just be that they’re at a more comfortable place in their life or they’re going through mid-life crisis—I don’t know—but that’s when they seem to pick up.


SENATOR FLOREZ:  I also wanted to talk to you about the number of vending retail machines.  We obviously have a lot fewer machines than other states; is that correct?


MS. BORUCKI:  Yes.


SENATOR FLOREZ:  And what are the barriers?  I mean, is there, the amount, the ability to increase machines?  Or what’s the problem?


MS. BORUCKI:  Okay.  You have to bear with me because this is the long explanation and it’s a two-part explanation.

One is, first, it just has to do with retailer recruitment, and in the state of California, which we’re now above 19,000 retailers, it seems like a lot of retailers but it’s not a lot for the size of our state and our population density.  We have a very good sales force that are out there recruiting on a daily basis.  They recruit somewhere in the neighborhood of 700 to 1,000 retailers a year.  We also dismiss about 500 retailers a year for low sales performance or having done something that they should not have done.  And so we’ve got a constant churn going on with our retailers.

We are trying to focus right now on recruiting the right retailer, so the retailer where our potential customer is going to be shopping.  That’s a little more difficult because that’s big-box stores.  That’s some trade styles that we aren’t in today, like the coffee houses.  And for most of that industry, they aren’t interested in being lottery retailers.  And part of the problem is, the retailer model that exists, that has existed for the last 22 years, throughout the industry, has put the burden of most of the labor on the retailer.  The big-box stores and those other different industries that we want to get into are all about reducing labor.  So we have started to experiment with some different retailer business models to try and figure out, am I going to be able to afford a different retailer business model and still maintain my 34 percent to education in order to start to look attractive to these other kind of retailers.


That takes me back to my second part of, you have to understand what the Lottery is doing with the revenue that it’s taking in.  And because we have the requirements we do on the 50 percent for prizes, 16 percent for administrative funds, and then 34 percent for education, what we try to do is limit our administrative costs, operating costs, as much as possible which, in effect, we’re running somewhere between 11 to 12 percent a year.  We’re putting the excess percentage into prize funds in order to offer at least some kind of a higher prize payoff than the 50 percent, so I can afford so much in new equipment and machines a year.  If I want to do something higher or more aggressive, then I’ve got to take the money back out of the prize fund which then affects sales.  So it becomes this huge circular route that we’re under as well.


SENATOR FLOREZ:  But at the end of the day, I mean, in terms of your warehouses, the percenters ??, and some of the other items you referred to in your report, are we going to see a shift in the next three years?


MS. BORUCKI:  We are aggressively pursuing.  We had a meeting in early September with one of the major stores.  We’re awaiting some kind of a signal from them.  They felt the business model looked good but we’re waiting.


SENATOR FLOREZ:  Let’s talk a moment about the Scratchers game.  In your report, you’ve talked about the Scratcher tickets requiring more money, if you will, or more prize money, I should say.


MS. BORUCKI:  yes.


SENATOR FLOREZ:  And yet there’s some statutory restrictions.  Can you give us an indication of what that is and why one change that might help turn that game around.


MS. BORUCKI:  What we’re doing right now with Scratchers in order to be able to afford Scratchers, if you will at the other states, all these other states that were compared to that they tell us were underperforming against, Massachusetts being the number one, their price payouts go upwards to 76 percent.  We, this year, are at 57.5 percent on our overall prize payouts for all our games.  That’s the aggregate number.  That’s pretty low in the industry, one of the lowest in the industry, and that does influence sales.

What we do in order to get to that 57.5 versus the 50 percent that’s in the legislation is, we take 4 to 5 percent out of administrative funds to add to that; and then we might draw games, the daily draw games, like the Super Lotto Plus, the Daily Three, Fantasy 5, have lower payouts, and we use the profits out of those to also go into prize payouts, to boost that up to the 57.5.  And so there’s a very delicate balancing act.  So once my sales start to drop on the draw-game side—and the Scratchers are much more popular in this state than the draw game is, I actually have to pull back on the sales of my Scratchers in order to able to afford them.


SENATOR FLOREZ:  Right, and that’s what’s I’m…


MS. BORUCKI:  We’re the only ones in the country that have to do that.


SENATOR FLOREZ:  Okay.  And how do we change, how would we change that?


MS. BORUCKI:  It goes out to the prize payout restrictions that we have, the 50 percent, which then means you’re changing the percentages between all three of those categories.


SENATOR FLOREZ:  We’re facing the 50 percent on a five-dollar Scratcher, right, purchase, 50 percent of the total?


MS. BORUCKI:  Fifty percent in total, across all of them.


SENATOR FLOREZ:  And why wouldn’t we be able to segment by game without changing, without statutorily saying—let’s say it was, not a five-dollar Scratcher, a ten-dollar Scratcher or a 50…


MS. BORUCKI:  The state law specifically says an aggregate across all the games.

SENATOR FLOREZ:  I’m trying to get you to tell us who write the state laws what we need to do to help us correct that situation.


MS. BORUCKI:  I would love to give you language.  (Laughter)


SENATOR FLOREZ:  Okay.  But if we’re going to work on the game, we’re going to move it in the direction that allows for…


MS. BORUCKI:  In other states, it’s more of—they aren’t as prescriptive in their enabling statutes, about, it has to be no more than 50 percent or whatever.  It’s more of a range or a threshold.


SENATOR FLOREZ:  A range or a threshold.  And you also mentioned in an offhand way that the Scratchers are very popular, but you seem to be very reliant on Lotto games.  Is that…


MS. BORUCKI:  Yes, they’re intricately tied.


SENATOR FLOREZ:  And is that much more so than other states, or is it about…


MS. BORUCKI:  We’re the only state.


SENATOR FLOREZ:  We’re the only state?


MS. BORUCKI:  Yes.


SENATOR FLOREZ:  And tell us what that does, in essence.


MS. BORUCKI:  In essence, what happens is, during the course of the year, we have to keep very close monitoring of our sales figures.  When we do our budget in June and the commission adopts our budget, it’s based on sales projections for each of the different categories of product.  If sales are slow in any of those draw games, and it does not look like we’re going to meet our projected budget in those, I will need to go back before my commission, adjust all the sales figures.

For instance, last year, because there was an absence of any kind of large jackpots in my two jackpot-driven games, sales were very slow.  We had to go back to the commission and we actually had to pull the five-dollar Scratcher game, which is extremely popular with the customers, off the street, because I could not afford to pay prize payouts and still make my 34 percent commitment to education.  That’s not the first time that we’ve had to do that.  So we have to watch those games, those numbers very, very carefully.  And as soon as you do that, you turn your customers off.

SENATOR FLOREZ:  One other—point well taken.  I think we probably need to work on that.


The other is, in your Business Plan, you talk about daily draw games being significantly weaker than other states as well.  Maybe you can give us an explanation for that.


MS. BORUCKI:  If you look at the—this is interesting and it’s actually—you can divide it down the Mississippi in the country, if you go east of the Mississippi, the draw games are very strong games, number games.  They’re historical games that have existed in those states for years and years, much longer, going back to the 1700s.  And so there’s more of an acceptance of those. Once you get west of the Mississippi, there’s less of a proclivity of the players to play those kind of draw games.  Here in California, part of the problem has also been that we’ve done very little marketing and advertising of those games because the marketing and advertising budget is small again because I need to keep those administrative costs down.  It’s small in this state.  You have to pick and choose which of your product lineup you’re going to invest your marketing dollars in.  And it’s typically been for the jackpot-driven games here in this state.  Not even the Scratchers get that much in marketing and advertising funds.

SENATOR FLOREZ:  In that, is that again a function of the allocations in the way that the commission and the Lottery are allocated?


MS. BORUCKI:  Yes, that’s part of the issue.  The other issue with our daily games is, the other state lotteries are allowed to offer fixed prizes.  And in the state of California, all of our prizes are basically para-mutual.  If we had the capability—players want to know what they’re going to win every time they play the game.  They don’t necessarily want to see that fluctuate, maybe the jackpot amount but not the lower-tiered prizes, so that’s also a drawback.

SENATOR FLOREZ:  Just a couple more questions.  Let’s talk about new games for a moment, and that is, as we consider the leasing of the current Lottery, we’ve heard you mention lots about new, innovative games with technology being the driver for most of those.  Why hasn’t the administration, why haven’t you or the past Lottery directors come to the legislature and say, we need legislative approval for more games?  What’s the hindrance there?  What’s the challenge?

MS. BORUCKI:  You know, I can’t speak for the past Lottery directors.  I can speak for myself.  And one of the issues I wanted to do first was build up some credibility with the legislature that we were trying to operate within the constraints in doing the best that we could before coming in and saying, I need something from you.  And once having done that, though, I wouldn’t be shy about coming in and saying, Senator, I could really use some help.

The other issue is to—and you spoke to this earlier—19 directors in 22 years—that tends to put any organization on a status-quo, hunkered down, keep-things-running kind of observation.  So there hasn’t been a lot of positivity about moving forward with items as well.  I’ve tried to walk in there and say, okay, guys, let’s not think about the past; let’s not think about the negative; let’s think about the future and what are all the possibilities.  Don’t say no until we’ve explored all of them first.  And I’ve got, I think, a very welcome reception from this staff who, for the first time in a long time, are actually thinking outside the box and exploring those ideas.

SENATOR FLOREZ:  I think that’s all the—we’ve had many hearings with you on the Lottery, but I do want to say from my perspective, it is somewhat of a—it’s very difficult for us, as we began this conversation about the leasing of the Lottery.  We finally get a Lottery director that I think is focused on turning it around.  I mean, I can—we would be jumping at this in the legislature, three or four Lottery directors ago.  And so at this point in time, I can only say that we would like to work with you this legislative session and the administration on trying to figure out ways that will signal if we indeed move to leasing of the Lottery to the possible investors that we are willing as a policy group to improve it.  I think that’s a positive thing if we head down in that direction.  I also think it’s, for some reason, if the bids don’t come out to what we hope, that we at least have a lottery that’s functioning in a way that gives you flexibility to improve our own current status for education funding, much higher than $1.2 billion.  So we look forward to working with you, and I think the plan is very good, and I don’t think the administration should be shy about coming up and helping us improve the current Lottery in this time as Fred and others are evaluating the sufficiency of, you know, what the direction we’re going to head in, so thank you for your testimony.


MS. BORUCKI:  Thank you.


SENATOR FLOREZ:  Okay.  Let’s get to the last portion of our hearing, and we have Kevin Klowden, managing economist for Regional Economies, the Milken Institute; Jean Ross, executive director of California Budget Process [sic]; Michael Cohen, director, state administration, Legislative Analyst’s Office; and Jason Dickerson, principal fiscal and policy analyst, Legislative Analyst’s Office.


Actually, that’s not our last panel.  I have two more panels to go.  We’ll proceed.


Okay.  What I’d like to do is just get your overall perspective.  This isn’t going to be driven by a lot of questions.  I’d just like you to kind of tell us what you’ve heard, what you like, didn’t like, what may have been missed, and what something the committee should focus on going forward, and we can start right here.

MS. JEAN ROSS:  Thank you, Mr. Chair.  I’m Jean Ross and I’m the executive director of the California Budget Project, and I’m going to tell you that I have to walk out the door for a prior commitment at about noon, and hopefully I’ll say everything you need to hear from me upfront.


SENATOR FLOREZ:  Yes, we’ll be well, almost out of this hearing.


MS. ROSS:  Terrific.  Okay.  I have several comments based on the analysis that we’ve done based on fairly limited information about proposals to privatize the Lottery, as well as some of the comments made by other witnesses this morning, and I think there are some key points and some things different, depending on the potential use of a privatization arrangement or a licensing scheme if you use it to provide an ongoing funding stream for education of the budget.  I think they’re one set of concerns if you’re looking at something like the governor’s recent proposal to finance healthcare reform.  That raises some additional concerns, but there are also some crosscutting issues that would apply to both.

I think, first of all, the price is not guaranteed.  You certainly have heard that.  We’ve seen some very wide discrepancies in the potential value.  I would raise the caution that during the budget debate this summer the price given for Ed Fund was something in the range of a billion dollars.  I’ve now seen press reports that are suggesting that as additional work is done on that privatization arrangement that the value that the market might place, maybe something in the $200 million—it’s low is--something in the $200-million range.  So again I would certainly be cautious, and I think that is a concern that would particularly apply in the healthcare financing or reading ?? of it.  Healthcare costs are certain and certain to rise.  The value of the Lottery is uncertain and you won’t know until you actually go to market.


Second, and there’s been some discussion of revenue bonds as well, and I would say there is a concern that we would raise, that anytime you borrow money, unfortunately, the people who loan it to you want to be paid back.  Anything that involves bonds involves a lot of fees for all of the very smart people and their friends on the first panel that can add a very significant cost to that arrangement and I think one of the reasons why California has had a budget crisis that has persisted as long as it has to even borrowing a lot of money, and there are always the added interest costs anytime you go out and borrow money.  And I think we have a tremendous number of very smart investment bankers and attorneys who do tremendous work for the state of California.  That said, they’re in this to make money.  They make money from the fees that they receive from the deals that they help, the very smart people in the Treasurer’s Office structure, but they do have a particular perspective of interest in seeing something like this go forward and I, you know, think you always have to sort of trust but be cautious with such things.


Second or a third concern that we would raise with privatizing the Lottery is the fact that Lottery sales are a regressive way to raise revenues for the state, that is, lower-income households can spend a larger share of their income on Lottery and I would say in gaming activities more broadly than do higher-income households.  And given that this tends to be fairly universal, not only in the U.S. but internationally, I don’t think any amount of marketing effort is going to overcome that.  I think that is a given, and certainly I’ve heard administration officials and others say, well, part of the scheme would be based on upscale marketing.  I would be very skeptical as to whether those marketing efforts would succeed.


The last witness talked about some of the East Coast, West Coast differences with respect to lottery sales.  Again, I think underlying the governor’s proposals, both in May and more recently is an assumption that somehow the California Lottery can’t work and won’t work because it’s being run by state officials.  First of all, I would say there is a lot of private-sector involvement in the current Lottery in terms of building the machines and the games and whatnot.  Second, I would say there’s certainly—and I am not by any means sort of a gaming psychologist or a marketing expert.  There are cultural and regional differences in lottery sales that may set some limits on what California can do.

My next point—and I think there is—and I should say on that one, I would also question whether the states like Massachusetts that have very high per-capita sales have the level of tribal gaming and other gaming activities in their communities that we have in California, and there is a market for gaming more broadly.  I would certainly question whether or not California has lower sales simply because people have card rooms; they have racetracks; they have tribal-gaming operations, and they can choose how to allocate their gaming dollar.


I think there is a more fundamental question that’s raised by this proposal, and I think it would also apply to the recently approved tribal gaming compacts that will help bridge the state’s budget gap, and that’s whether or not California should be aggressively pursuing and aggressively marketing gambling as a way to raise revenues to finance essential public services, and I think we are reaching the point—and, again, I think some—both—the measures taken earlier this summer, as well as the one that’s currently before you, that would look at questions of, A, the regressivity that I mentioned earlier but also just simply whether we should be asking more Californians to spend more of their hard-earned dollars on gambling activities, and there are social consequences.  I’m not a prohibitionist in this area, but I do think there are some very real concerns that the legislature should consider before moving forward in this area.

I was on a radio show last week on this issue with the head of the Association of State Lottery Officials, and I think he made a point which the Lottery director alluded to or came close to saying in her testimony which is perhaps one reason why California’s Lottery hasn’t reached the sales level of other states, is because the state has imposed limits and the state has imposed those limits for very real reasons, and he used sort of a racecar analogy that, you know, maybe the reason why California’s Lottery isn’t performing like a high-class racecar is because there’s speed limits in place and we have speed limits for a reason, and I think that is an important point to consider.


And finally—and again, this sort of goes to issues of gaming more broadly—if we are going to see an expansion in Lottery sales and gaming activities of the magnitude assumed in the budget and assumed in this proposal, at some point you’ve got to assume there’ll be a hit in other areas of the budget.  You’re not increasing taxpayers’ incomes.  If they’re buying more Lottery tickets, they’re eating out less; you’re spending less money at Costco, less money at Target and some place, and there’s a large body of national body of research that says that you’ve got to take hit on your sales tax.  You can’t have it both ways, and I’ll close there.  Thank you.


SENATOR FLOREZ:  Great.  Thank you very much.


MR. KEVIN KLOWDEN:  My name Kevin Klowden.  I’m with the Milken Institute, and what we did is that we were asked by Speaker Nuňez to do informal analysis of the different ideas towards privatization and leaving things alone.


One of the things that we did actually look at was the issue of competition, and the fact is that California’s lottery system, everybody knows, is underperforming.  If you compare it to Massachusetts, one of the ironies there is that Massachusetts is in the position where they’re considering privatization as well, but that’s because they are the mature lottery.  Their sales in terms of per-capita rankings are double that of the nearest states in terms of Georgia and New York, and so they’re basically saying, look, we’re at the peak; we’ve run it as well as we possibly can do it under the circumstances; we want to cash out.


California is in a different situation.  We are underperforming.  Part of it, however, if you look at California is, in terms of the restrictions, in terms of the way it’s been operated, is that California, if you adjust for inflation, has consistently seen lottery performance decline.  It’s had occasional spikes when new games have been introduced, when new ideas have been put forth.  The Mega Millions decision to join that essentially cannibalized the Super Lotto sales.  So the real growth in terms of California either needs to come from innovations which essentially have been prohibited or severely restricted since the mid-1990s.  If you want to go back to the Kwong ?? analogy, essentially we’ve got to, like, the regular Nintendo system and then stopped.


So the problem is that everybody else, in terms of competition or in terms of where gambling is going, has advanced. If you go in and you deal with the Indian casinos, they have new technologies in their games.  If you go to the card rooms, they have new formats; they have rapidly expanded in terms of their operations.  And, yes, that means a competitive environment, but the issue then becomes, if California wants its lottery to continue to perform, what has to happen in order to make that possible?


Throwing out the issue of privatization for a moment and just concentrating on performance, the fact is—I think it was raised by a couple of different people, including you, Senator—that the ability of the Lottery to perform in terms of lifting restrictions pretty much has to happen one way or the other if the Lottery is going to be considered an ongoing, viable asset.  Even if privatization or partial sales are not considered, the fact is that there are restrictions in place in terms of how the Lottery operates, even if it’s privatized.  There will continue to be restrictions in some ways because there should be effective state oversight.  The issue basically is, Does the Lottery contribute enough, whether it’s to the General Fund, whether it’s to healthcare, whether it’s to education?—and also, given the constraints in terms of the 34 percent that has to go to education, what that really means.  It also means that effective investments in new machines, which we keep talking about, and new infrastructure, in new technologies, are all essentially precluded by the fact that they don’t really have control over their long-term budget.

One thing that was mentioned to me, and the Lottery commissioner can confirm this, is the fact that any excess money that’s left over at the end of the year automatically is put into the education fund, so they can’t even keep it to invest into infrastructure.  So if they run a surplus beyond any of their projections, they lose the surplus.  No other lottery has to operate under those restrictions.


If we look at the privatization issue, it’s coming up because there is a budgetary issue.  There is the fact that we need to raise money.  And if we take all of the money from an upfront standpoint, the $37 billion you mentioned by Lehman or a smaller amount from any other source, the issue becomes, what do you do with all of that?  And does the state basically take the position that investing this money is going to provide a better rate of return in the expansion of the Lottery.  And the fact is that most of the rates of return that are going to be put forth, if you look at this, have to come on top of whatever money we guarantee back to whoever the private concessionaire is.  So if we take it all upfront, obviously you put it in bonds; you’ve divorced yourself from taking a stake in the Lottery.  What that means is, if the operator does really well, you’re not benefiting from it.  And if you then take a potential stake in it, at least there’s that option that the state will benefit.  Either way, any reforms that happen, the one thing that seems to come up repeatedly, is that if you guarantee a minimum level of money going back to the state, whether it’s for education or that it’s for anything else, indeed, $1.1 billion at the $1.3 billion, which is the peak revenue, and then say, beyond this, anything that’s invested, anything that is put forth, is a bonus, it frees up a great deal in terms of how the Lottery operates.


SENATOR FLOREZ:  Let me ask a question about the Milken Institute.  How did Speaker Nuňez—is this a request or is this something formal or is there is a report; is there something that we can see?


MR. KLOWDEN:  It’s something you can see.  As a matter of fact, because of the way it was commissioned, it was commissioned for the Assembly, essentially, as a way to get up to speed on all the different potential proposals.


SENATOR FLOREZ:  And up to speed means that you’ve had the opportunity to evaluate the proposals?  I mean, we could save Fred a lot of money, I guess—you know what I mean?  Is this the FA type of analysis?


MR. KLOWDEN:  No.  This is very superficial.  We are mostly—we were commissioned to look at what other states had done, what other countries had done, and what those considerations were.  At the time when we started doing this, we didn’t even have access to any of the other proposals that were put forth.  And this was meant to be informal; this was actually meant to be a non-published document.  We’ve now been told we can put this forth in public, but it hasn’t even received a final editing because we turned it around in one month.


SENATOR FLOREZ:  Okay, okay.  So this is the—well, I mean, it’s an Assembly document.  I won’t say anything more after that.


MR. KLOWDEN:  We were told as of yesterday they can be shared with anybody.


SENATOR FLOREZ:  Okay.  Can we include that as part of the transcript?


MR. KLOWDEN:  Certainly.  I’d be happy to.  As a matter of fact…


SENATOR FLOREZ:  After editing.


MR. KLOWDEN:  After editing.  If you can wait a couple weeks, you’ll get the truly edited version.


SENATOR FLOREZ:  We’ll wait.  Maybe a week, if possible?


MR. KLOWDEN:  I’ll turn it around as quickly as I can.  As a matter of fact, Art, I believe, already has the non-finalized version  


SENATOR FLOREZ:  We’ll allow for editing, but thank you very much.  It’s very informative.  Okay.


MR. JASON DICKERSON:  Jason Dickerson, I’m the gambling and public employment analyst at the LAO.   And just a few observations.

There’s been a lot of talk comparing per capita sales of California’s Lottery with that of other states.  California’s Lottery and per-capita sales does lag the national average by about 50 percent.  It lags the average of states west of the Mississippi by only about 10 percent.  There’s a great deal of uncertainty as to whether or not California’s Lottery could achieve that national average of per-capita sales, and so I would recommend some degree of skepticism about the ability of the California Lottery to do that.  The talk of upscale marketing and increased sales penetration in the 18-35-year-old demographic seems somewhat optimistic.  The California Lottery has many characteristics of a mature business.  There’s widespread brand recognition.  The 18-35-year-old in the state, it’s not as if they don’t know the Lottery’s there. They know it’s there.  They just don’t play it as much as some other demographics.  And so it will be a challenge, an uphill one, for any operator to break that barrier.


That being said, if the private sector could be convinced to pay the state some of the more optimistic sums that have been projected for the chance to take on that risk, that might be something that the state should consider very much.  The voter-approved initiative lays out really many of the key variables for the Lottery, including the 34 percent payout.  States that have increased their distributions principally to education mainly have been playing around with that payout percentage.  That payout percentage is prescribed in the voter-approved initiative, and so making that change might possibly require going to the people.


A third point—and this is something that was brought up earlier—increased revenues from the Lottery will lead to decreased revenues from other state and local revenue sources.  These include sales taxes that the state and local revenues from tribal casinos as well as income taxes so, that if individuals spend more money playing lottery tickets, they will spend less money somewhere else. 

SENATOR FLOREZ:  Okay.  So you’re not suggesting that someone would not pay their property tax and play Lotto all year.  So, I mean, how do we make that assumption?  I mean, how does one make that assumption?  So in other words, you’re talking about sales tax, most likely?


MR. DICKERSON:  Um-hmm, sales taxes but also tribal casino revenues.  There is an overlap between lottery sales and casino revenues.  There is a fair amount of literature that discusses that.  And just this year, the legislature made a policy decision to seek significantly more revenue from tribal casinos.  And essentially we’re counting on them growing at the same time that we might be making a policy choice to really push the Lottery into growing in sales as well.  That’s going to be challenging to do.  In addition, you mentioned earlier the difficulty the legislature sometimes has when it makes decisions it can’t change.  Well, the tribal compacts the legislature cannot change unilaterally during their course.  They do guarantee tribes exclusivity to operate certain types of games.  Some of the things that the private sector might be interested in with the Lottery could potentially encroach on that exclusivity and bring about litigation with the tribes, and so that’s something that the legislature should consider carefully.


I think the final point, a lot of people are disappointed by the share of education funding that comes from the Lottery.  It’s under 2 percent, but it’s still around a billion dollars a year.  So any decision the legislature makes to take that money and put it somewhere else, there will have to be a serious discussion about how is education treated in that transaction.


SENATOR FLOREZ:  Let me ask a couple of questions from an LAO perspective, given that we’re going to be heading into the new budget year and obviously you’re going to analyze this proposal, I assume; is that correct?  And do you take this as the governor’s proposal for healthcare?  I mean, is that the way you’ll analyze this?  I know the last analysis was on a budgetary fix.  How is LAO going to look at this, this year, moving into the next budget cycle?  Are you going to include it, if you will, from a healthcare perspective?  Are you going to analyze it in that way, or are we going to look at it from a deficit bond perspective as we did the last budgetary cycle?


MR. DICKERSON:  Well, we’ve seen a couple of different concepts from the administration, so the latest one is the healthcare concept.  So if that remains the concept of the administration, we would be looking at it in that context in the budget bill.  You know one of the challenges with any sort of healthcare reform proposal that our office has pointed out is that healthcare inflation has outstripped inflation of the general economy for some time, and it’s difficult to assume that that will not continue in the future.  Any proposal to use Lottery revenues for healthcare, one of the challenges will be that revenue stream that you put in place, will it can grow with healthcare costs.  And if you use it for healthcare, what’s to be done with education in the billion dollars it will lose?


SENATOR FLOREZ:  I’ll ask the next question.  Given the governor’s proposal to make the education funding more stable by including it as a General Fund allocation, another billion point two or something of that sort, you’ll analyze that as well to see the sufficiency?  We’re heading into, what, the $6 billion deficit year coming into next year?  I mean, you’re going to look at it?

MR. DICKERSON:  Our latest numbers—and we’ll update these next month—would be that it appears the deficit next year would be over $5 billion?  There had been some talk that it could be considerably higher.  If so, any move to increase education funding above the level that is provided under current policies would be challenging in that budget context.


SENATOR FLOREZ:  Thank you all, appreciate it.


Okay.  I’d like to hear from the California Teachers Association and SEIU Local 1000.  Come up, please.

Estele, thanks for joining us.  Okay.  Thanks for joining us.


MS. ESTELE LEMIEUX:  Yes.  Thank you.


SENATOR FLOREZ:  Just really would appreciate hearing your perspective, obviously, both CTA and SEIU, on the latest proposal offered by the governor, particularly for the healthcare perspective as it’s tied to this.  And just your overall impressions, what you’ve heard today, would be helpful.  And if you can all introduce yourselves, that would be great.


MS. LEMIEUX:  I’m Estele Lemieux with the California Teachers Association.  And just to begin with, give a little bit of history, we as an organization have never supported at the inception of the Lottery the whole idea of using gambling dollars to finance education in California, so we weren’t part of the initiative process when it first got going.  But since it’s been in place for 20 years, don’t take it away from us.  (Laughter)


It is, as the last gentleman from the LAO mentioned, a very small portion of the education budget, approximately 1.3 percent on the average. It’s given a student approximately $125 to $130 per kid in California per year which amounts to about probably $900 million since there was a portion that goes to higher education as well.


To address what the governor has recently proposed when he initially proposed it last May, we did have conversations and we were not supportive of it at the time.  The link between, that was made initially, this would take care of education funding in this state, has stayed with us since the Lottery began.  And to this day when CTA does focus groups, when we do questionnaires, even going out to the public talking about education, you inevitably get the question, well, how about the Lottery; doesn’t that take care of education?  And so we have to educate the public that it’s such a small portion.


The last proposal the governor—we did have conversations with his office on this proposal, and we have let them know that we do not like it because they are wanting to carve out education, again, the $1.1. billion, whatever the amount would be.  The K-14 portion would, according to them—and we don’t have anything written—we don’t have any details—I can only tell you how they explained it to us—would go to the Prop. 98 base, would be applied to the base, and then we would get growth and ___ down the road.  And for us, that is, we think it’s bad public policy, period, to do the whole thing.  But to add more General Fund pressure on education is a big issue and probably the overwhelming issue for us.  That means now that we’re already competing with the non-98 side.  We have social services; we have CSU, higher ed, correctional folks, and here now we would be more dependent on General Fund dollars, and we’re very concerned about that, particularly when the economy is in the situation that we’re finding ourselves now and probably the following year.  These are one-time dollars.  Folks have to read numbers.  So if they put it to the base, it has to come from General Fund in future years.


Other than that, we also have concerns about what Jean Ross and the LAO mentioned.  It is going to take away from other sources of revenues for General Fund, which again for ’98 is a hit for us because we’re dependent on General Fund revenues.  So I think that’s pretty much the gist of it for us.  This link of education with the Lottery is a very sensitive one; so whenever there is to be a movement, the appearance to the public of what happens to education is of great concern to us as well because they’re going to think, are they getting more money?  No, this is not the case.


SENATOR FLOREZ:  Well, I think maybe the press accounts, one might read into the fact that you’re better protected from a monetary cash flow point of view given that you’re now part of the Prop. 98 protection.  So in other words, you take $1.2 billion and it’s locked in.  Is that your understanding of it?  Is that the briefing you received from the Governor’s Office?


MS. LEMIEUX:  Well, we don’t see it as better protection.  It would be with the Prop. 98 base.  However, we are now third in line.  When you look at local government who have a higher threshold for getting their dollars, and then you have transportation, Proposition 1A, education is now, more vulnerable, if you will, to their suspension and we’ve suspended Prop. 98 before and this is the battle that can go on, particularly in difficult years like we’re now facing.


SENATOR FLOREZ:  Also in that discussion, was there some talk about COLAs?  I mean, obviously our school population grows.  And even though there may be a set amount put aside for education at a locked—it doesn’t necessarily mean it’s a good thing on the out years.  I mean, was that a discussion point?

MS. LEMIEUX:  Not in details.  It was just kind of thrown at us.  But right now, our enrollment is in a negative growth period and it has been for the last three years, so we’re not in the growing mode.


SENATOR FLOREZ:  So you wouldn’t necessarily agree with maybe Kevin Gordon’s assessment from the school board, when you talked about adding some predictability to Lottery revenues?  So that isn’t a good tradeoff for you, given you would now be in the General Fund category?


MS. LEMIEUX:  We would be more dependent on General Fund, not only that.  I looked at the numbers for the volatility that he talked about in schools and that is not the case.  I mean, you would have had a couple of years where there were some big increases and then a drop.  But for the last ten years, we’ve been about between $120 and $140 per kid.  I mean, it’s not a big deal for us, so we don’t consider it a volatile source of funding for schools.


SENATOR FLOREZ:  Okay.  Let me ask one last question for CTA’s perspective, and that is, you heard us talk about trying to ease some of the pressures on our current lottery, in other words, allowing them some tools that would, in essence, give them an update on games that haven’t been updated in ten years; technologies that may not have kept up, not enough lottery terminals, for example, certain key areas.  Would you be in support of those types of changes if the Lottery were to move in that direction?


MS. LEMIEUX:  I don’t know if we would support, but we definitely wouldn’t oppose, like we have on many bills in the past because in past proposals the legislation that we were facing were taking away a portion of the education by 2 or 10 percent, whatever the amounts were, and we’ve always opposed that.  But if they move forward without touching, that would not be problematic for us.  We would welcome some additional revenues.


SENATOR FLOREZ:  Additional revenues, I think, is obviously is something that we’re trying to achieve.  Thank you very much for your testimony.

SEIU, thanks for joining us.


MR. JIM HARD:  Thank you for the invitation, Senator.  I’m Jim Hard with SEIU Local 1000.  We represent about 92,000 civil service employees, including those at the Lottery.  With me today is Dan Rounds, our director of research; Dr. Jean Kiser, our chief economist; and Daphne Hunt, our chief public policy analyst.


I have a brief statement I’d like to give you.  Heading to the pawnshop with the California State Lottery for a short-term budget fix doesn’t make sense for California taxpayers, and Local 1000 is opposed to the idea.  And it’s no surprise to us that the strongest supporters of the governor’s lease of the State Lottery includes some of the nation’s largest investment firms, including, I guess you’ve heard from Lehman Brothers and Goldman Sachs because Wall Street struck a gold mine in the acquisition of public assets, including toll roads, bridges, water systems, and ports, infrastructure.  It was bought and paid for by taxpayers, that these firms are turning into cash cows for private investors.  Frankly, we see the same potential in the California State Lottery that the private investors do.


Our research has uncovered four significant issues in terms of this, and that is, a state-run lottery with the changes.  Private investors would demand to bring education and other public beneficiaries tens of billions more dollars than if it’s privatized.  Second, California Lottery’s performance would be greatly improved by adopting best practices used in states with better-performing lotteries.  The California State Lottery’s poor business model has contributed to its lackluster performance, and leasing the Lottery would present serious oversight problems and is illegal without a legislative vote of the California voters.


So SEIU Local 1000 has teemed up with Independent Lottery Research, a Chicago-based lottery research firm headed by former Illinois’s lottery director, Michael Jones, to assess the current performance of the California State Lottery and to analyze privatization options, and Local 1000 will release the ILR’s complete report and recommendation shortly.  But without exception, their findings support our own research, and our research shows that by making changes that private investors would demand our lottery would outperform every proposal submitted by Wall Street, so we think it’s important to expand the discussion in the legislature to consider how California State Lottery could be improved as a state enterprise.  I think you’ve heard some of these things to say reducing the overly restrictive game regulations, focusing on best practices implemented by other states, and focusing on improved advertising and marketing in the California Sate Lottery would bring $70 (billion) to $98 billion more to education than if it were privatized under the Lehman Brothers proposal.  Under the Goldman Sachs proposal, the State Lottery could bring in $41 (billion) to $58 billion more to education or other public beneficiaries.  So if you look at New York—and I know you’ve gone over this—Massachusetts and Georgia—New York’s success largely due to the absence of restrictions of game types.  And according to Governor Schwarzenegger’s California Performance Review, the California Lottery “contains some of the most stringent restrictions on game themes in the nation.”

The key to Massachusetts’ success is keeping its administrative costs low by eliminating outsourcing.  Massachusetts’s administration costs are $1.8 cents per dollar, and we believe the key to Georgia’s success is the business model.  It’s state-run lottery embraces and the enabling legislation says it should be a public body with comprehensive and extensive powers as generally exercised by corporations engaged in entrepreneurial pursuits and industry insiders.  Folks, that’s an important distinction that resonates throughout Georgia’s leadership and its operations.  But unlike Georgia and other successful lotteries, California has been mismanaged for years.  There have been 13 directors in the lotteries in a 22-year history, many with little or no gaming experience.  And under the current governor alone, there have been five directors, and that’s a far cry from the more successful state lotteries where the average tenure of directors range from 3.8 to 4.8 years.  In addition in our state, many of the top management positions are filled with inexperienced, political appointees.  So independent lottery research concluded the same thing we did.  You don’t have to hand this off to the private sector, improving things.  It simply requires adopting and applying good business sense and practices.  So the ILR makes four primary recommendations in its report—one, hire a management team with experience in the gaming industry and meeting customer needs; two, improve marketing and branding in a socially and ethically responsible manner in order to increase participation in the Lottery; three, provide more appealing games and prices; and, four, Lottery tickets, make it more easily available.

So our research included interviews with employees at every level of the State Lottery and, without exception, they feel that our State Lottery can be the best in the nation but they universally feel that we’ve got to replace the revolving-door directors with experience, senior management, implement the best practices of other state lotteries, and launch more effective advertising and marketing campaigns.  So I would just conclude that I think the people of California do deserve a better run and more effective lottery for taxpayers, and I don’t think they deserve using this valuable asset for a quick fix to ongoing budget problems.  And if you have technical questions, that’s why we’ve brought our research team.  Thank you very much, Senator.


SENATOR FLOREZ:  Actually, your presentation, which we normally don’t allow in committee, in terms of a statement—no—I mean it’s very good, very sufficient.  I think at the end of the day, we’d like to know if we can take your charts as well and in format we can put them in our transcript.  And also we’d very much like to have some ongoing conversation with your economic team outside of the hearing on what we would call the revenue-bond alternative and maybe having you folks look at it just to see what you think about that.


Jim, I appreciate all of the work—it looks great—and I can’t imagine where you got those purple and gold bar charts (laughter) but they look great.  But thank you for your testimony, and we’re going to have obviously more of a formal oversight hearing on this when we re-adjourn, when we come back in January and we look forward to maybe talking about some possibilities within your report that we just got.  That would be helpful.  Thank you very much.


MS. LEMIEUX:  Same here.


SENATOR FLOREZ:  Okay.  Fred Jones and Jim Butler.  Okay.  Could we also have Sid Ramirez and Fred Cherniack come up, please, from state supervisors?  I’ll be right back.  (Pause)  Okay.  I know there wasn’t enough room for Sid and Fred, but maybe your perspectives on what you have heard so far, and then I want to turn to Fred Jones and Jim Butler.


MR. FRED CHERNIACK:  Thank you, Senator.  My name is Fred Cherniack.  I’m Lottery sales manger for California Lottery.  I’m also representing the State Supervisors.  I’ve been a proud employee of the State Lottery for 23 years. My sales force is very dedicated and devoted to the organization and they feel that the privatization movement has the potential to demoralize their working ability.  Half of the sales force of the Lottery has 20 years of service providing service to our retailers and players administrating programs for the Lottery, and that is different really from private companies per se.  New employees love working for the Lottery because it really generates a lot of excitement.  Our sales force has special skill sets and would be hard to place in other agencies, as mentioned earlier.  There is not a transfer classification for these positions.  It’s not like a clerical position where they can be placed much easier with those—where would those skilled player people go?  By privatizing the Lottery or leasing the Lottery, it wouldn’t have to be considered outsourcing, basically a state asset, okay?

And the other thing that we really worry about is, what happens to the employees’ benefits, pensions if the Lottery is leased or privatized?  What will they lose; what will they gain?


SENATOR FLOREZ:  Great.  Thank you very much.


MR. SID RAMIERZ:  Good afternoon.  Sid Ramirez.  I’m assigned to the Central Valley district of which Shafter is/isn’t ?? under my assignment.  I’ve been there, I’ve been with the Lottery since Day 1.  Using a nautical term, I believe I am a plank owner ??.  When I joined the Lottery, nobody knew how to sell the Lottery.  Why?  Because it never existed.


In the beginning, as Fred said, we have quite a few people that have been with us for over 22 years.  The enthusiasm, the reception that we first received by the retailers, which, of course, are a network of people that are out there selling the tickets to our public, was very welcoming, very welcoming.  And throughout the years, of course, they have voiced their concerns.  Fred’s position and my position, we’re out there with our sales staff talking to these people, talking to the players.  And like any sales organization, you listen to what your customer wants.  And consequently, we have tried to do this in the 22 years that I’ve been with the Lottery.   Yes, we’ve experienced a lot of directors, a lot of directors.  A lot of captains could come aboard my ship.  We welcome them.  But we’ve had different courses but we’ve gone on there.


I am very proud to say that we the Lottery have done a tremendous job, a tremendous job, when you stop to think about what companies would produce 34 percent clear profit to their shareholders.  But the analysis is correct.  We the Lottery are not performing to our standards, to our capabilities, to our potentials.  Our retailers, our players are constantly telling us, you need this, you need that, and we can’t give them these products because of the restrictions that we’re in.  Looking at the restrictions that we have been operating with, looking at what we have produced, we have just celebrated that we finally reached $20 billion that we have given to public education in our tenure.  This is something that I hold very proud.  My people, my staff, my coworkers have kept this type of enthusiasm going out there in spite of the fact that we can’t give our customers, our players what they want.


Again, we do have a potential.  As high as Massachusetts, we don’t know yet, but we have the restrictions.  A lot of people say, well, Sid, you’ve got no competition out there.  You’re the only lottery in the state.  _____.  Our competition is the discretionary dollar, every discretionary dollar.  And, of course, during the last ten to 15 years, our competition has also grown because we’re very close to Nevada and we have experienced and enjoyed very increasing Indian tribal gaming locations.  Consequently, though, we have ____ drive.  We have been able to continue for the last five years increasing our sales.  As little as it may be, an increase is an increase.  We have not gone back.


Personally, I would say that the state should be proud of what the Lottery has done in these last 22 years with the tools that they have given us and afforded us.


SENATOR FLOREZ:  Thank you very much.


MR. RAMIREZ:  Thank you, Mr. Florez.


SENATOR FLOREZ:  Both of you, what’s your overall impression in terms of the privatization or the leasing of the Lottery?


MR. CHERNIACK:  You really want the truth?  (Laughter)  I’m against it.

SENATOR FLOREZ:  It rarely happens at this table.


MR. CHERNIACK:  I personally am against it because of all of the hard work and dedication that my staff has done and the employees of the Lottery.  We’ve built the Lottery from day one.  We’ve worked hard.  We made it what it is, as Sid had said, and we would like to continue, to have it really based, if it can stay within the state and run by state employees or keeping the state agency basically.

SENATOR FLOREZ:  And has the governor made his orders—office—made an attempt to talk to the line folks beyond the director?  I mean, have you heard about this proposal?


MR. RAMIREZ:  Not at all.


SENATOR FLOREZ:  And what implication does it have if it’s passed, from your perspective?  In other words, if the legislature decides to move onto this particular proposal, I mean, are you folks—are they gone on board?


MR. RAMIREZ:  That’s a very good question, Mr. Florez, because a lot of us, this has been a career.


SENATOR FLOREZ:  Sure.


MR. RAMIREZ:  And we’re getting, we have a lot of people that are still, have been there a long time, but we’ve got a lot of new people who have joined us.  And to those new people, they have encompassed our spirit, our ambition, and, of course, they say, oh, yeah, this is a great place to work, and we have made it that; we have made it that.  So consequently, yes, what is going to happen to us?


As I said earlier, there’s very few classifications with state service that we can lateral into.  This is a specialized type of classification.  From onset, it was chosen and it was recruited from private industry because there was nobody within state industry to fill all of these positions.  So consequently, yes, what’s going to happen to us—our benefits, our careers?  Where are we going to go; what are our options?  These are things that our people, our associates out there are asking, what’s going to happen?


SENATOR FLOREZ:  Have you gotten any answers to those questions?


MR. RAMIREZ:  No, sir.


MR. CHERNIACK:  No.


MR. RAMIREZ:  None.


SENATOR FLOREZ:  Okay.  We’ll help you find out because I think that’s a question for all of us.


MR. RAMIREZ:  I appreciate it, absolutely.


SENATOR FLOREZ:  And thank you for mentioning Shafter.  I appreciate that.  (Laughter)  Thank you very much.


Okay.  Thank you both.


MR. CHERNIACK:  Thank you, Senator.


SENATOR FLOREZ:  Fred Jones and Jim Butler, thank you.  I’m sorry for I always save you for last, but I think you know the reason.  Obviously you always get to summarize for us or give us your impressions, what you’ve heard so far, what you like, what you don’t like, the direction you think we should be heading in, the direction you absolutely think we should not tread.  Both of your perspectives would be welcome.  Thank you very much.

MR. FRED JONES:  And thank you, Senator, for inviting us to, I think, give a fairly focused and somewhat unique perspective from what you’ve heard today, although I have to say that you’ve assembled quite a group of people that have brought in many of the issues of concern to us.  In fact, we associate most of our remarks today with Jean Ross’s study and comments.  They were spot on.


The analogy you’ve been using, I know it’s a techie one, is from Pong to Xbox.  But from our unique perspective, we would use another analogy from bow and arrows to fully automatic weaponry because gambling is a parasitic industry, and it isn’t a typical retail business and it has never been treated as such.  So it’s difficult sometimes to listen to just rosy predictions of revenues without understanding some of the diminishing returns of this “retail venture”.


For one, in California, very much unlike the other 49 states, we have market saturation in gambling, or at least we’re getting awfully close to it with tribal casinos, with horseracing industry which now, with the new bill just signed into law, we’ll have 100 OTBs throughout the state of California—off-track bidding parlors—with card clubs, and ever expanding efforts on card clubs, and the like.  And now most recent with multi-state lottery venture, Mega Millions, which is surprising for me to hear the director say that there hasn’t been a new game in ten years.  That’s a major qualitative shift in our Lottery.


So one is, there’s diminishing returns because there’s already near-market saturation, so we’re very concerned about how they’re going to reap the profits, what new ventures, games, technology, access points, and advertising are they going to go after to reap their only mission, and that’s profits.  And then, of course, we’re worried about the diminishing returns of the cost of gambling on our community and on our state, and Reverend Butler is going to outline some of those costs, but they’re obviously hard and soft costs associated with gambling.  And fortunately now, after this past summer, we have numerous state-sanctioned reports and studies about gambling in the Golden State, to put it all in perspective, although it’s pretty hard to put it all in perspective because, every month it goes by, there’s a massive expansion of gambling in California so it’s hard to keep up.  But our primary concern is the ruse of more revenues will be used to blow open or away our very sound policy restrictions.  And with that, I’ll turn to our executive director.

MR. JIM BUTLER:  Thank you, Senator Florez, for this opportunity.  The question’s been asked several times, Are we maximizing the Lottery revenue?  And my question might be, Do we really want to?  There’s some problems that are raised.  I’m just going to raise a couple of elements in terms of the privatization aspect.  Currently the Lottery is designed to support education.  If the Lottery is sold or leased to a private corporation, motivation will be then profit driven.  In fact, it will be the fiduciary responsibility of the corporation to everything legally possible to increase their benefit, profit for the benefit of its shareholders.  The difficulty, of course, is this will be done without regard to the ramifications upon individuals in the society as a whole.  Numerous studies on the distribution of Lottery sales conclude that the poor spend more on lotteries as a percentage of their income than other groups.  Some studies conclude that Lottery sales are higher for individuals who have little or no formal education.  Our residents of urban areas are between the ages of 45 and 65 and are non-white.  It’s a regressive tax and it’s one that disproportionately hits low-income individuals and this would only be exacerbated if a private firm did everything possible to maximize the Lottery potential.


Further, if the Lottery were to be privatized, the oversight, that is so important to the people of California to protect, safeguard, and a provide levels of accountability for an inherently dangerous activity would be removed.  You’ve had some people discuss the constitutionality aspects and I concur that it seems it would require a vote of the people in order to go forward.


Let me close with simply this:  When we talk about increasing Lottery sales in order to increase revenue, what seems to be overlooked is that if you sell more tickets, you will generate more gambling and the problems caused by problem and pathological gamblers will worsen.  According to a number of studies, including these that Fred referred to from the state of California, where there is an increase in gambling, there is an increase in gambling-related problems.  These problems include increases in unemployment, homelessness, crime, bankruptcies, and suicide.  Current annual costs in California for problem and pathological gamblers are estimated at $1 billion annually.  An increase in Lottery gambling will exacerbate this problem and the related costs without providing funds to offset the cost of the problems that will be caused.  Further, there are no funds identified to help prevent or treat problem or pathological gamblers.

A few of the problems with which I’m certain you are aware, gambling creates no new wealth.  It redistributes wealth on an inequitable basis.  Gambling depresses legitimate businesses, siphoning off money from the regular business community; gambling increases welfare cost; gambling increases crime; gambling produces human desperation.  With a growing reliance on gambling revenue, it seems that the governor in suggesting this privatization is gambling that more and more Californians will gamble more and more, and I’m not certain that’s the future that we want to have.  Thank you.


SENATOR FLOREZ:  Let me ask you both your impressions of the investment banking panels we had here earlier.  You know, we talked about the state having an FA or financial advisor to look at these particular cash-flow issues.  I mean, is it appropriate for—are you absolutely against this altogether from a perspective that it’s violating the original initiative, or do you see—there’s three tracks here, I think, I wanted to go to.  One is, we look at the initiative as it is and say, that’s what it is, it was, it shall stand, and therefore we operate under the constraints of that.  The other is that we allow for a modernization, if you will, having to go to the voters, asking them to give the legislature and the governor the ability to modernize our lottery in ways that would allow for some of the things you’ve heard today—different games, maybe expanded retail facilities, et cetera. I don’t know where you would be on that.  But that would be, in my mind, the ability to have our own lottery produce the necessary revenue to allow it to bond against a portion or whatever we need to do in order to deal with healthcare or some other initiative or happy to stand alone.  The other is a complete privatization/some sort of vendor-driven process.  There’s no other way to put it.  I mean, vendors will drive the process for the state of California, even though we may regulate.  And does the regulation we might provide those vendors give you any security that we still have control of this?  Those are three buckets, if you will, or maybe you can give me your perspective on it.


MR. JONES:  Well, the latter two buckets, obviously, we’d like to poke holes in.  In fairness, our organization is one of the few that actually oppose the 1984 Proposition 37, so we’re not too thrilled with the status quo either.  (Laughter)  So, I mean, in the interest of full disclosure, I have to state that.  But, yes, if someone’s going to analyze just pure revenues, I don’t think the broker houses that you saw today are the ones that should be the primary number crunchers—their number crunchers are for their shareholders and appropriately so.  I’m not taking anything away from them.  But your mandate, Senator, is different.  You represent our citizens and our communities and our individuals.  And so from the state’s perspective, they have to put the numbers in about the impact of gambling and that has not been discussed by the money crunchers, and that’s an elusive ((sp?) figure because there’s hard costs and there’s soft costs, but I think it’s imperative upon policymakers to acknowledge those costs.

SENATOR FLOREZ:  And what would you say in terms of the funding aspects for education versus healthcare?  Is this the appropriate means in either case?  I mean, you opposed the original Lottery.  Just your thoughts on that.


MS. BUTLER:  Our general sense is that funding government policies from gambling revenue is just a bad idea.  It generates as many problems as it may actually help create.  And further, it becomes an uncertain and unreliable base.  So generally, we are opposed to it, whether it be for education or health, that the government would choose any gambling vehicle in order to fund its program.


MR. JONES:  And I have to say at base, and it also sounds kind of harsh, but gambling tends to be a corrupting influence.  We see it at local levels and we see it all the way up to national and even now international levels.  Politicians who do not like raising taxes see that this is a golden goose, a painless form of money, that they can raise. This is a different type of tax.  I often refer to the Lottery as the stupid tax because of the sheer percentage of odds against you, but it’s still another form of raising money for revenues.  But it comes at such a high cost, and it doesn’t just come at costs of the individuals that may have problems with pathological concerns.  It comes from more legitimate businesses.

Again, you heard earlier speakers talk about the discretionary dollar.  That’s what gambling’s going after.  Well, what could that discretionary dollar better be spent on in our economy?  There are plenty of other places that we think would be better and more harmlessly spent in our economy and therefore raise revenues in a more sustainable and healthy way.


SENATOR FLOREZ:  Okay.  Great.  Thank you both.


MR. JONES:  Thank you, Senator.


MS. BUTLER:  Thank you, sir.

SENATOR FLOREZ:  Okay.  It’s been another three-and-a-half-hour hearing of the GO Committee.  Let me say on Monday we’ll be having a hearing, if any of you are interested in perusing the hallway on unclaimed property and what we’re going to be doing with that program, given the judge’s recent decision on the state’s paying interest.  We’ll be gathering here next Monday here in Sacramento on that particular issue.  We expect to have the controller and other—next Monday?  Okay.  All right.  Next Monday.


And let me close this hearing by simply saying, this will not be a topic that will end in an off-season way, meaning, one chair and no members because others obviously are under districts working.  We will reconvene, given the information we have here today with the transcript.  It will take us some time because I do know that Wally was writing their names down because nobody said their name prior to giving testimony.  It will give us some time to kind of piece this together.  But we want to have a transcript.  We want to signal to the Governor’s Office that we would like to be involved in the discussions on this particular issue.  There’s no doubt that we are already having good discussions with our Lottery director today, and particularly now we have a three-year plan on how to improve our current Lottery, and we stand ready to offer some legislation if the Governor’s Office is willing to move forward on improving the Lottery as it stands now.  I don’t think that conflicts with any of the goals moving forward to look at this as a possible solution to healthcare or whatever the governor’s initiative will end.  I think it absolutely signals to the market that we have a game that needs to be updated.


Let me also say that I don’t stand ready to forgo any of the labor protections that we currently have for people in that; or for anyone wondering what goes through this committee, I think we stand pretty firm that people have loyalty, have worked in this.  We have a gentleman here and others who are talking about working 20 years in many cases with the Lottery.  You don’t want to throw that out the window because someone has a bright idea and the ____ that we ought to, in essence, sell it in order to repair our finances.

So let us adjourn.  And again, this has been a very good oversight hearing.  I appreciate all the time and effort everyone sitting through this and particularly everyone who traveled here, and I will see you in Shafter, my friend, and let’s go ahead and adjourn.  Thanks a lot.
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