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Introduction

The Gdask Institute of Market Economics presents a repegarding the most
important conditions for the business of low pritet machines. In June 2003, thet of 29
July 1992 on games and mutual wagerwgs once again amendedNow it regulates,
without limitation, the issues connected with thusiness of low prize slot machines. Both the
business itself, and the amended Act have stirpechuch controversy widely commented on
in the Polish mass media.

The first three years of applicability of the Act its new form allows for making a
preliminary assessment whether the system solutidopted for this business are right. The
monitoring of the growth of budgetary revenues gateel by the business also makes it
possible to determine how important this busingsasi compared to other related types of
activity.

The main objective of the report is to analyzeftbeal conditions connected with this
business and the impact of the adopted legal regntaon limiting the scale of the gray
market.

The first chapter of the report discusses the rfaws which regulate the functioning
of this business. The second chapter containsahergl characteristics of the business in the
context of the chance games sector in Poland. Téiernpart of the report consists of the
chapters three and four, which describe changethanshare of the gray market in the
functioning of the business as well as calculatiand estimates of the fiscal importance of

the business.
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1. Basic legal environment for the business

The gambling games market in Poland is regulatedhbyAct of 29 July 1992 on
games and mutual wagerifigThe Act has been amended several times in subsegemrs,
thereby adjusting the Polish law, at least in partthe reality of the developing market and
expectations of state institutions, entities opegain the business, and gamblers themselves.
From the point of view of gambling games, the maogbortant is the amendment dated 15
June 2003. In this context, changes have beerdinted to extend the statutory catalogue of
games by videoloteries, telebingo, and low pripg slachines.

Pursuant to the Act (Art. 2.2b) “slot machines gamwéh low prizes are games played
on mechanical, electromechanical and electromiicde where the prizes are either cash or
awards and where the value of a single winning nayexceed the equivalent of Euro 15.00,
while the maximum stake for the participation isiagle game may not exceed Euro 0.07”.
The Act also details the rules to be followed wikenverting the maximum prize and stakes
in a single game into the Polish currency. “Theiegjent of Euro 15.00 and Euro 0.07 shall
be determined at the buying rate published by thgoNal Bank of Poland as at the last day
of the preceding calendar year”. The above meaasinth2006, the participation in a single
game may cost maximum 27 groszys, while the priag not be higher than 57 zlotys and 35
groszys (at the buying rate Euro 1 = PLN 3.823&ra80 December 2005).

Pursuant to the Act, games on low prize slot mahare available only in designated
places. They may be “located in catering and cori@lepremises distant by at least 100
meters from schools, educational institutions, a@eters and places of religious worship”.
Each place for playing low prize slot machines mhate approved regulations, and the
number of installed machines may not exceed thiezep. The participants of the this type of
games must be 18 years of age.

Pursuant to the Act, eligible to commence the laweyslot machines business are
joint stock companies or limited liability compansiseated in Poland. The amount of the
company’s share capital may not be less than EQ800R0.00. Furthermore, each company

must have a relevant license to organize and candedusiness of low prize slot machines.
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Such licenses are granted by a relevant tax chafber skarbowghaving authority over the
place were such games are to be played. FurtherimeAct sets out the procedure to be
followed when applying for the license to conduwn business of low prize slot machine
games as well as the procedure of issuing suchdase An application for the license must
include, without limitation, the description of tigame center, feasibility study, draft game
regulations and an opinion issued by the communmab (rada gminy about the game
center location.

Furthermore, the Act contains provisions to previti@ business of low prize slot
machine games from being used to legalize funda fraknown or illegal sources. Therefore,
the application for the license shall be accomphaigditionally by documents that evidence
the legality of the sources of capital and a aegit issued by tax authorities on timely
settlement of tax liabilities towards the state dretd Moreover, individuals prosecuted for
trading currencies and securities from illegal searmay not be involved in the business
activity of an applicant company. In addition, tb@mpany’s business activity may not be
joined by individuals suspected of legalizing furiasn illegal sources.

The Act also sets out the taxation rules for gamemnized with low prize slot
machines. Currently, the tax on this type of gamgmid as lump-sum in the amount of Euro
125 per month on games organized on a single stmhme. The Act also provides for a
scheme procedure and requirements regarding r@gistrof a slot machine, including the
requirement to have relevant technical examinations

There are two Regulations of the Minister of Firesmoof 03 June 2003 that
supplement thé\ct ongames and mutual wagerin@ne of the Regulations pertains to the
enforcement of certain provisions of the Act on ganand mutual wagering. It contains
detailed legal information regarding, among othéms, issuance of professional certificates,
fees for license issuance, terms and conditiongfoviding financial securities, terms and
conditions for conducting tendering procedurestfarse applying for a license to conduct
business activity related to games, as well agdtmas and conditions for keeping records in

order to determine the taxable basis and calcthatgaming tax.

! Journal of Laws No. 102/1998, item 650, as amended
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The other Regulation contains the conditions fogaoizing games and mutual
wagering. It contains detailed technical informati@garding the conditions for conducting
games, the use and operation of slot machines restdllations, and the application of the
system for monitoring the course of the game. Ragulation determines, without limitation,
the nature of the pre-registration examinationgowaf prize slot machines. Such test are to
verify whether a given slot machine ensures seopegation and whether its electronic and
mechanical components operate properly and whetherrandomity of the winning is
ensured. It also checks if the slot machine is @rgpmarked, i.e. if it is provided with
information on the name of the game, stake per gaftaging instructions, etc. Moreover, the
tests are to check if the slot machine is fittethvai system of permanent registration and data
storage that enable subsequent determination cértimnt of income generated on a given
slot machine. Pursuant to the Regulations, aftetekts are completed, the examining body is

to seal the slot machine so as to prevent unauatebinterference.
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2. General characteristics of the business in diméext of the games of
chance sector

The business of the games of chance and mutualrivgga Poland is characterized
by constantly growing income. In 2004, the valueto$ market exceeded PLN 5.2 billion,
while in the previous year it was poorer and amedrib approximately PLN 4.5 billion. It
means, that in 2004 the value of the market inectdy 16.4 percent. In 2003, by virtue of
the amendedct of 29 July 1992 on games and mutual wageting business activity related
to games with low prize slot machines became lefals, the estimated value of income in
the business of games and mutual wagering in 2@¥porated the value of this new market

segment.

Chart 2.1. The structure of the game and mutuakwag market in Poland in 2004

Locations with low
Cash bingo prize slot machines
0,3% 6,6%
Cash loteries
2.2% | Number
T e games 45,6%

Mutual
wagering 7
12.3%

Amusemen
t arcades
14.8%

Casinos 18.2%

Source: Ministry of Finances.

In 2004, in the first full period of legal operatiof the business organizing games
with low prize slot machines, its income amounted®tN 347 million®. The share of this

business in the entire sector of games and mutagénng amounted to 6.6 percent.

% The income on sales generated from low prize shthime games represent the value of the amounts
inserted to the slot machines, obtained from tlehamge of chips and credited in the memory of the
operated machines.
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The business of low prize slot machines has beegella encouraged by two
significant factors. Firstly, the amendment of 1 2003 of thé\ct on games and mutual
wagering as referred to above, enables the business tatedegally. Thereby, the business,
so far not recognized and thus almost entirely len dgray market, has now become legal.
Furthermore, legal provisions in respect of orgamgzyames with low prize slot machines
have contributed towards the growing number of camgs interested in this type of business
activity. Consequently, more and more slot machiaes being registered and thereby, the
income on this business is growing. According ®data as at the end of 2005, 35 companies
were engaged in the business activity relatechtoeg on low prize slot machines. At the end
of 2005, these companies owned 15,657 slot macmr&$§87 locations.

Secondly, such fast growth of the business is séted by its increasing popularity, to
the disadvantage of other traditional games of chafhis is caused, without limitation, by
different, i.e. higher chance of winning than ihetgames, as well as by relatively lower loss
in case of being unsuccessful in the game. Theekigtwinning rate” is offered by casinos
and bookmakers. The winning rate is also high imsament arcades. Some 70% of receipts
is earmarked for winnings in low prize slot maclsin©n the other hand, the relatively
smallest amounts are received by those who plagdhees subject to state monopoly, such as

cash lotteries and lotto.

Table 2.1.Share of winnings in the income on games and muwtagering in 2004
Game Cash Number Bingo [Slot Low prize Mutual (Casinos
lottery lotteries |arcade |machines slot wagering
S amusement| machine
arcades gaming
locations
Winning ratio 46,694 50,4% | 55,0% 68,7% 69,7% 71,7% 79,5%

Sourcelnformation on the enforcement of the Act on gaamesmutual wagering in 200Zhe
Ministry of Finances, Warsaw 2005
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3. Share of the gray market

One of the significant problems in the businessheflow prize slot machines is the
related gray market. In this case, operation ongtiag market consists in using unregistered
machines on which no taxes are paid. This phenombad been present on a wide scale till
2003, since were no provisions of law to reguthte type of activity. Therefore, the owners
of low prize slot machines operated in a certagaleyap, having no opportunity to conduct
their business lawfully. However, in June 2003jraportant amendment was adopted to the
Act of 29 July 1992 on games and mutual wagenviggch, in a relatively short time, have
resulted in a significant drop of the number oégklly operated slot machines. This new
amendment defines the notion of low prize slot nreeh and creates a transparent legal
environment for this type of business activity.

The gray zone is unidentified in its nature, andstimo direct measurements in this
respect are possible. At the level of the economg avhole, various methods for estimating
the gray market are used, yet they do not appigdividual segments, hence they may not be
applied to the games with low prize slot machiesording to the information obtained by
IBNGR , there are no official estimates regardimg ¢xtent of the gray market in the segment
contemplated hereby, while unofficial estimatesfedifso largely, that they may not be
deemed reliable.

A reliable estimate of the extent of the gray markeherefore not possible to be made
for low prize slot machines. However, it is possilbd indicate the trends occurring in the
gaming business of low prize slot machines. Théyara conducted by IBnGR show beyond
any doubt that the extent of the gray scale indikeussed segment is diminishing. The above
is indicated by the data pertaining to the numbeperated locations with slot machines, the
number of slot machines themselves and the sodcaléxlared income generated in this
business.

The table below contains the data from the MinistrfFinances regarding the quantity
of locations with low prize slot machines and thegfity of the locations as such. The data
are presented in quarters since 2004 till the skaprarter in 2006. These data indicate
strongly that both the number of locations and mlueber of slot machines have been

increasing gradually and dynamically.

3 Declared income means the difference between tlee e coins inserted to the slot machine and tinese in
the form of winnings, hence the actual income disetl in the tax return.
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As at the end of the first quarter 2004, there wereoland 1,037 legally operated locations,
with 1395 slot machines installed. After three ningni.e. as at the end of the second quarter,
the number of locations and number of machines rii@e doubled. At the end of the second
quarter 2006, the number of locations exceededchadstind, while the number of installed

slot machines reached 19 thousand.

Table 3.1.Number of locations with slot machines and the neindd low prize slot machines
in the years 2004-2006

Year Quarter Number of Number of slot
locations machines installed
2004 I 1,037 1,395
Il 2,413 3,342
1 3,614 5,149
v 4,884 7,154
2005 I 5,875 8,841
Il 7,685 11,874
1 8,685 13,764
v 9,687 15,657
2006 I 10,323 17,183
Il 11,23§ 18,917

Source: The Ministry of Finances, the Customs -igex€ontrol and Gambling Control
Department.Note: till the second quarter 2005, the data pertainimgthe number of slot
machines represent estimates made by IBNnGR.

Such significant increase in the number of locaiavith installed slot machines and the
number of slot machines themselves during the gesfdwo and a half years results from to
factors. Firstly, there are more and more entihésrested in running locations with low prize
slot machines (new business entities emerge) amchndly, the gray market is being
substituted with legal businesses. The gray zorieeiisg squeezed out by legally operating
entrepreneurs also due to the fact that gray mar&sicipants are not willing to purchase
expensive modern machines, as they are exposedignidicant risk that the same will be
confiscated as a result of the customs and taxaoritherefore, the entities which operate
illegally, usually offer less attractive machindsn lawful entities, and hence they are less
competitive.
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Similar conclusions may be drawn from the analysisincome declared by the
operators of low prize slot machines (see Char}. 3riithe first quarter 2004, the income
amounted to PLN 6.6 million, but in the next quaiteincreased three times to PLN 19.2
million. In the last quarter 2004, the income amted to nearly PLN 45 million. In the
second quarter 2006, the last quarter for whicla da¢ available, the income generated on
slot machines amounted to almost PLN 160 milliohisTmeans that in the period of two
years and a half, the value of income declaredhieydperators of low prize slot machines
increased almost 25 times. Such significant grogftincome has never happened before in
this branch of business, and one of the major reasothat the gray market is replaced with

legal business.

Chart 3.1. The amount of income declared by opesatbslow prize slot machines in the years
2004-2006 (in millions PLN)

Source: The Ministry of Finances, the Customs-4$ex€iontrol and Gambling Control
Department.

An important reason for systematic shrinkage of gheey market for low prize slot
machines lies in the above mentioned mechanisnguéezing out illegal entities by legal
entities offering attractive game machines. Morepweis also important that this line of
business is subject to special tax supervisiomeiinister of finances, and the authorities to

exercise such supervision has been delegatedoa@astoms Authorities.
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Tax supervision in the locations of low prize shmiachines has the form of ad-hoc
inspections. In 2005, the Customs Authorities catell 11,345 inspections of this type,
which included:

 official inspection of the game locations,

» calculation of income, observance of the maximuskesand maximum value of

winnings,
* examination of the records kept,
» determination if the factual state of affairs imfmymant with the state of affairs

disclosed in the official protocol.

The inspections are relatively efficient and, assult, the inclination to run an illegal
gambling place is becoming weaker. lllegal gamations are being closed and squeezed out
by locations operating officially. Consequentlye thumber of slot machines operating legally
is increasing, and so are incomes from operataisttaa proceeds from taxes on this type of
activity.

According to IBnGR, the process of gray marketrdtage in the discussed segment
will continue. However, it is hard to estimate htomg it will take, since we do not know the
current extent of the gray market for this segm&mowing the specific nature of the gray
market, also from the history of many other adigt where it is present, it should be
expected that this phenomenon will never be corajyleemoved from the low prize slot
machines business. It is, however, important to antdde gray market a marginal aspect
without significant impact on the entire segmeBnGR believes that the market of low prize

slot machines will be moving faster towards thergésstate.
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4. Fiscal income generated in the business

The Act of 29 July 1992 on games and mutual wage#irt. 45a, imposes on the operators of
slot machines the obligation to pay the tax on gamdump-sum form. The values of the lump sum
tax are as follows:

e Euro 50.00 per month till the end of 2003;

» Euro 75 per month till the end of 2004;

» Euro 100 per month till the end of 2005;

» Euro 125 per month as of the beginning of 2006;

Based on the estimates, the number of operategilize slot machines in the period from the
beginning of 2004 to the middle of 2006, as welldata from the Ministry of Finances covering the
period from the second half of 2005 (see Tabl&), 3heGda sk Institute of Market Economics
has estimated the amount of budgetary revenues tinemMump-sum tax.Such revenues are
presented on Chart 4.1. While converting the amofithie lump-sum to PLN, average quarterly Euro

exchange rates published by the National Bank Grfélowere used.

Source: Calculations and estimates of IBnGR basethe data obtained from the Customs- Excise
Control and Gambling Control Department and theibia@l Bank of Poland.
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The lump-sum tax is not, however, the only tax eartb be born by those engaged in
the low prize slot machines business. Enterpriseglwoperate game machines as well as
providers of maintenance services related to thehinas, as well as owners of the locations
where the machines are installed, are payers gbpal and corporate income tax as well as
VAT payers. The business of the games of chance beagither their primary or auxiliary
source of income. From the fiscal point of viewsitimportant, that such activity definitely
increases the profits of entities engaged in thisiress, and thereby increases their taxable
basis.

In order to estimate total budgetary revenues gaeeérby this sector, several
assumptions need to be made. First, we should @assumaverage value of the contract
concluded by the operator of game machines with alweer of the location where the
machine it installed. The value of a contract usudkepends on individual arrangements
between the owner of the machines and the lessihredbcation. For further estimates it has
been assumed that the value of the contract isaguat to 38 percent of income declared per
machine (i.e. difference between the value of canserted to the machines and paid). For
instance, if the declared income per machine ansoianPLN 2,660 monthly, the gross value
of the contract amounts to PLN 1000 monthly.

The contract regarding placement of the machire given place is taxable with 22%
rated VAT. The owner of the location where the niiaehs installed is furthermore obliged to
pay income tax on the net value of the contract.irfsoase of the example presented below, if
the contract stipulates the gross value of PLN 1@ its net value, i.e. including VAT, is
PLN 820. The value of VAT paid each month shallstmount to over PLN 180 (difference
between PLN 1000 of the gross amount and PLN 820eohet amount). The income tax paid
by the owner of the location amounts to nearly P196, while the profit to almost PLN 664.

The calculations are specified below:

Contract with the owner of the location, gross rhgnamount PLN 1000.00
Contract with the owner of the location, net moytiamount PLN 1000 /1.22 = PLN 819.67
VAT (22 percent) PLN 1000 - PLN 819,.67 = PLN 180.33
Income tax (19 percent) PLN 819.67 *0.19 = PLN 155.74
Profit earned by the owner of the location PLN@G6BLN 180.33 -PLN 155.74 = PLN 663.93

The Gdask Institute of Market Economics




The second assumption made pertains to the valtleeafontract concluded between
the owner of the game machine and the maintenagregcs provider. It has been assumed
that the value of such contract amounts to halvdige of the contract concluded between the
operator and the owner of the location. In the eplardescribed above, the operator shall thus
pay each month for maintenance of the machinesatheunt of PLN 500.00 gross to the
maintenance service provider. Similarly as in cakeahe contract with the owner of the
premises, this contract is also taxed with VAT, diné income of the maintenance service
provider are subject to the income tax. The catmiria illustrating the above example are

specified below:

Contract with the maintenance service providersgmonthly amount PLN 500.00
Contract with the maintenance service provider nmetthly amount PLN 500 /1.22 = PLN 409.84
VAT (22 percent) PLN 500.00 - PLN 409.84 = PLN 90.16
Income tax (19 percent) PLN 409.84 *0.19 = PLN 77.87

Assuming that the owner of the game machine isleamed with any other costs
connected with its operation on the market, itasgible to calculate the income tax paid by
the owner. If the owner has only one game machwith, the costs distribution as described
above, the taxable basis would represent the diifar between the income generated from
the machine and the amounts paid to the ownereopthmises and the maintenance service
provider as well as the amount of lump-sum tax. Ghleulations for the above example are

presented below:

Income per slot machine PLN 2660.00
Lump-sum tax EUR 125 * PLN/EUR 3.83) = PLN 478.85
Contract with the owner of the location, gross rhgnamount PLN 1000.00
Contract with the maintenance service providersgmonthly amount PLN 500.00
(PLN 2660.00 - PLN 478.85 = PLN 1000.00
Income tax (19 percent) - PLN 500.00) « 0.19 = PLN 126.81

1) Average quarterly PLN/EUR exchange rate in ttet §uarter 2006 (National Bank of Poland).

The aggregation of the microeconomic conditionsdiesd above makes it possible to
calculate total revenues for the state budget ftbenbusiness of low prize slot machines.
According to the Gdask Institute of Market Economics, they were asoiol:

* in 2004 — approximately PLN 40.95 million;
* in 2005 — approximately PLN 148.32 million;
* in the first half of 2006 — approximately PLN 12B8.million;
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The results of the estimates, as broken down totepsaand described above sources
of revenues are presented in table 4.1. The isagnowth is extremely dynamic, particularly
in connection with the exponentially increasing m@mof registered machines. It is worth
mentioning that even though the lump-sum tax reprssthe largest category in terms of
value, out of all sources of tax revenues, in nohéhe discussed periods did it manage to

exceed half of the share in total budgetary revemunel is slightly above forty percent.

Table 4.1.Budgetary revenues on the low prize slot machingnass, as broken down to
sources of income (in PLN millions, current pricasthe current PLN/EUR exchange jate

Lump- VAT on the | Income VAT on Income of | Income Total
sum tax contract  |tax of the | the the tax of the [budgetary
withthe  |gwnerof | contract  |maintenanc|operator  |revenues
owner of  |ihe with the e service
the premises | maintenan |, o ider
premises ce service
provider
2004] | 1.50 0.45 0.39 0.23 0.20 0.06 2.83
I 3.53 1.32 1.14 0.66 057 0.45 7.66
1 5.12 1.98 1.71] 0.99 0.86 0.74 11.41
T 6.81 3.07 2.66 1.54 1.33 1.51] 16.91
2005/ | 10.69 4.12 3.55 2.06 1.78 2.37] 24.58
1 14.71 5.40 4.66 2.70 2.33 2.94 32.74
T 16.60 6.63 5.73 3.32 2.86 3.97 39.11
1 18.37 8.79 7.59 4.39 3.79 6.11 49.04
2006| | 24.68 9.39 8.11 4.70 4.06 6.51 57.45
1 28.02 10.82 9.35 5.41 4.67 7.58 65.86

Source: Calculations and estimates of IBNnGR based on the alatained from th€ustoms- Excise
Control and Gambling Control Department and theibiaal Bank of Poland.

The official data published by the Ministry of Fimes disclose the estimated amounts
in four separate categories: indirect taxes (VAJErsonal income tax (PIT), corporate income
tax (CIT) and income of state budgetary units (lesnm tax). To illustrate the share of
individual types of taxes in budgetary revenuesiftbe business, chart 4.2 presents a similar
grouping, combining however the personal incomewak the corporate income tax. The
above results from the fact that enterprises reicegnin presented estimates may have
various legal forms (e.g. maintenance service piergi as a natural person operating a

business).
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Chart 4.2. Total value of budgetary revenues ordheprize slot machine business (in PLN
millions, current prices, at the current PLN/EURlexnge rafe

2004 2005 2006
Income tax 0.84 2.60 | 3.96 6.35 8.21 10.63| 13.35 | 18.37 18.68] 21.61
VAT 0.68 197 | 2.97 4.61 6.17 8.10 | 9.95 13.18 14.09| 16.24
Lump-sum tax 1.50 3.63| 5.12 6.81 10.69 14.71| 16.60 | 18.37 24.68| 28.02

Source: Calculations and estimates of IBnGR based on the alatained from th€ustoms- Excise
Control and Gambling Control Department and theiblaél Bank of Poland.

Given the above total amount of taxes paid by iestiengaged in the business
contemplated hereby and the declared income gexketat the machines, it is possible to
determine the effective tax rate on low prize st@ichines. The results of such estimations are

presented in the table 4.2.

Table 4.2.Effective tax rate for slot machines (in percensagiedeclared income)

2004 2005 2006
S 2" 3T quarte]4™ quarte] 1% 2" quarter| 3 4™ quarte] ¥ quarter [ 2™
quarter | quarter quarter quarter quarter
45.7 42.2 41.7 39.6 41.7 42.5 41.2 38.9 41.9 41.7

Source: Calculations and estimates of IBNnGR based on the alatained from th€ustoms- Excise
Control and Gambling Control Department and theibiaél Bank of Poland.
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5. Summary:

The Act on games and mutual wagerirsgnended in June 2003 gives the opportunity
to operate legally the business in respect of argamn games with low prize slot machines.
The new regulations have filled the existing legab and created formal foundations for this
business activity, stirring up the interest in tlgsctor and, consequently, encouraging
dynamic development and growth of the revenuethimstate budget.

This new market segment has added up to the gnatglof the entire sector of games
and mutual wagering. The business of organizingpoe slot machine games is the fastest
growing segment of the gambling market At the eh@004, its share in the income on the
entire sector reached almost 7 percent. The graWthe business is also encouraged by its
increasing popularity. It results from a relativdlygh winning ratio — approximately 70
percent.

Till 2003, the business of low prize slot machihesl operated primarily on the gray
market. However, after the effective date of theeaded Act, this situation has changed
drastically. The Act introduces the definition ofM prize slot machines and precisely defines
the principles for operating this type of devich®reover, the slot machines contemplated
hereby, are subject to special tax supervisiorhefMinister of Finances, and the inspecting
authority has been delegated to the Customs Service

Thereby, the gray market is diminishing. As a regstile number of premises with
installed slot machines and the number of slot nmeshthemselves, have largely increased.
Likewise increased the income declared by the operaf slot machines. These tendencies
became noticeable as of the beginning of 2004 #rmdigh less intense, have prevailed till
present.

The growing value of income has also extended a&ebisis. As estimated by the
Gda sk Institute of Market Economics, the total state ltdg@venues in connection with this market
segment amounted in 2005 to over PLN 148 milliohilevin the first half of 2006 they exceeded PLN
123 million. The effective tax rate for the slot machine busiée. the ratio of all taxes paid

to declared income hence amounted in those pet@o4i8.8 and 41.8 percent respectively.



