EXHIBIT 5.3.1
INITIAL ANNUAL BUSINESS PLAN
Response to 5.3.2 of the Illinois Lottery Private Management Agreement
This Exhibit provides a response to the following subsections of Section 5.3.2;
a - Allocation of the Operating Allowance
b - Ability to satisfy Minimum Net Income
k - Detailed financial projections over the term
j - Capital investments equal to or in excess of $1m
l - Compliance with financial stability requirements in the PMA and Operating Standards
Manager submitted its Bid for the Illinois Lottery Private Manager on November 4, 2016. Included in
this Bid was a full Initial Annual Business Plan and a separate pricing packet which covered the
financial elements of Manager’s bid. Please refer to Manager’s bid response for the non-financial
aspects of the Initial Annual Business Plan which remain unchanged.
5.3.2 (a)
The projected allocation of the Operating Allowance, including a line item for Subcontractor
expenses and any other Third Party expenses for each of the Contract Years after the Base Services
Commencement Date (as thereafter updated in accordance with Section 5.3.5 below, the “Budget”)
and the assumptions on which such budget is based;
Response:
The figure below summarizes Manager’s projected allocation of the Operating Allowance:

Critical assumptions
This section details the critical assumptions for each of the line items in the financial projections.
i) Draw Game subcontractor cost
Draw Game subcontractor costs are forecast to average ~$44m pa, a reduction of c.$6m pa vs. the
current IGT/GTECH contract. These costs cover the scope of the Draw Game Services shown in
Exhibit B Table B of Manager’s response to the PMA (including central system provision,

development and maintenance) and reflect the Binding Term Sheet entered into between Manager and
Intralot Inc. Costs are based predominantly on a percentage of gross sales (an approach which aligns
the interests of the DBG Significant Subcontractor with those of Manager and State), and so increase
throughout the Term in line with sales projections.
Manager has assumed that the existing IGT charging arrangements continue from the Base Services
Commencement Date (assumed to be 2nd January 2018) until 31st December 2018 and ii) the costs
for the new Intralot Inc. contract commence on 1st January 2019. Any costs arising from an earlier
termination of the IGT/GTECH contract will be shown as an Administrative Expense.
ii) Instant tickets subcontractor cost
Instant Game subcontractor costs are forecast to be ~$23m pa. These costs cover the scope of the
Instant Ticket Game Services specified in Exhibit B Table B of the PMA (including ticket printing,
production, warehousing and distribution). The costs incorporated within the forecast reflect the
Letter of Intent entered into with Scientific Games.
iii) Marketing
Manager projects marketing costs of $18.9m in the Initial Stub Contract Year, and an amount
equivalent to 1.5% of Ticket Sales for FY19 onwards. While Manager considers 1.5% of Ticket Sales
to be an appropriate amount at this point in time, the headroom built into the Operating Allowance
provides some scope to increase or decrease marketing spend in any given year. A breakdown of
projected Marketing spend for the first five years is shown in the table below:

iv) Depreciation of Operating Allowance capital expenditure
Under Section 10.1.2 of the PMA, Manager has assumed in its financial projections that it is able to
recover through the Operating Allowance depreciation charged on a straight-line basis in accordance
with GAAP (or, if such spend is treated as a long-term debtor, Manager will seek recovery of such
costs if the related assets were depreciated over their useful economic life). The table below
summarizes depreciation of Operating Allowance capital expenditure.

Critical assumptions
The critical assumptions supporting these projections are summarized in the table below.
Asset class

Useful economic life

Comment

Retailer
Permanent
Point of Sale

i) Rollout preparation costs are depreciated
from January 2018 until the end of the Term

Spend includes all costs directly
attributable to bringing assets into
working condition

ii) Other PPOS costs are depreciated from the
point of installation to the end of the Term

Spend is exempt from Sales, Use
and other taxes.

As noted in its response to the asset management section of the RFP, Manager will undertake regular
reviews of its asset base. Should Manager identify changes to the useful economic life of any of its
assets, it will seek to adjust the level of depreciation allocated to the Operating Allowance to reflect
the revised useful economic life.
v) State Administrative Expenses—Employee Use Agreement
Manager has incorporated an estimate of the State’s charges for Employee Use Agreement Expenses
into its Operating Allowance projections consistent with 10.1.1 of the PMA. Manager has based this
estimate on the following assumptions:
That FY17 costs are $11.1m (as per the State’s forecast provided in the Data Room).
That FY18 and future costs grow at no more than 2.5% per annum over the FY17 figure of $11.1m.
vi) iLottery bank transaction fees
In relation to bank fees for iLottery transactions Manager assumes that these costs are equivalent to
4.0% of iLottery sales
vii) Other costs
Other costs include the following expense items:
●
●

●

Instant Game Development research—a cost of $0.15m in FY18.
Digital affiliate fees - Manager has assumed that any commissions paid to third parties who
distribute lottery products through the internet (e.g., Retailers using their e-commerce
channels to sell lottery tickets) are paid a fee equivalent to 7% of such digital sales from
FY19. The cost of these fees are $0.2m in FY19 rising to $3.6m in FY27, by which time
iLottery sales via affiliates are projected to be $51m.
Third party Contact Center—Manager has assumed a cost of $0.3m in the Initial Stub
Contract Year for an outsourced contact center, with costs increasing as sales and contacts
grow.

●

●
●

PPOS Maintenance—Manager has included $15m of capital expenditure for new PPOS. In
order to a) provide new retailers with PPOS and b) replace equipment that may be damaged,
Manager has included a cost of $0.46m in FY19, increasing at a rate of 2% per annum
reaching $0.54m by FY27
Third Party Wide Area Network and ISP link costs—Costs of $0.25m per annum have been
included, increasing at 2% per annum
Third Party fees for Distributed Denial Of Service protection of $0.41m per annum,
increasing at 2% per annum, with one-off setup costs of $0.5m in FY18.

Accounting treatment of expenditure allocated to Operating Allowance
A critical assumption in preparing the financial projections for the Operating Allowance is that
Manager will recognize costs to be recovered by the Operating Allowance on an accruals basis under
GAAP.
5.3.2 (b)
A description of Manager’s objectives for each of the Contract Years, including Manager’s ability to
satisfy the Minimum Net Income, the projected Net Income for each such Contract Year, and the
elements or assumptions used to calculate the projected Net Income;
5.3.2 (k)
Detailed financial projections over the Term, including the allocation of the Operating Allowance and
Net Income and a description of the assumptions and factors driving such projections and a
discussion of the relative importance of such assumptions and factors;
By providing a comprehensive set of financial projections and commentary for the Overall Business
Plan covering the whole Term, this section also addresses the requirements of 5.3.3 (the First Year
Plan, which requires the Budget for the following Contract Year and the assumptions on which the
Budget is based) and 5.3.4 (the Five Year Plan which requires a Budget for each of the next five
Contract Years during the Term and the assumptions on which such Budget is based, pro-forma
income statements for the next five Contract Years, a description of Manager’s objectives for the next
five Contract Years, including but not limited to, achieving the Minimum Net Income, Manager’s
projected Net Income for each such Contract Year and the elements of assumptions used to calculate
such project Net Income).
The figure below provides a summary profit and loss account for the Illinois Lottery for the duration
of the Private Management Agreement. It demonstrates that Manager’s Business Plan will generate
total Ticket Sales of $35.2bn and Net Income before Incentive Compensation of $9.0bn over the
Term.

The following section will consider each of the line items in the projections shown above and
highlight the key assumptions supporting this plan.
(a) Ticket Sales
Overview by channel and game
The figure below summarizes the Ticket Sales forecast, split by channel and game category. Overall
sales grow from $2,948m in FY19 to $4,016m in FY27. The two lead drivers of growth are iLottery
and Instants. Strong iLottery performance will be an important driver of overall sales performance,
increasing from being ~1% of total sales in FY18 to ~15% in FY28. Manager’s Business Plan also
sees growth in the Instants category, with sales growing by 28% over the Term.

Overview by game
The figure below provides a breakdown of the Ticket Sales projection by game. Manager forecasts
balanced growth across the portfolio with growth across all the main game categories (Numbers, InState, Multi-State, Instants). iLottery is an important driver of DBG growth as well as a range of game
innovations, as summarized in the table below.

Critical assumptions
The following figure summarizes how the critical elements of Manager’s sales plan contribute to an
increase in Ticket Sales from $2,859m in FY19 (without initiatives) to $4,016m in FY27.

The table below summarizes the critical assumptions supporting this forecast and the incremental
Ticket Sales and Net Income from each initiative group:
Sales driver

Incremental
Ticket Sales vs
FY 2019

Incremental
Net Income
generated in
FY 2027

Key assumptions

Retail
(Instants and
DBGs)

$302m

$72m

Key activities in this area include a Retail
Standards Program, Permanent Point of Sale
refresh and the recruitment of new retailers
(increasing from an assumed ~7,500 at Base
Services Commencement Date to 9,000 by the
end of FY24)
Timely support of State in licensing proposed
expansion

Instants

$198m

$53m

Approval for innovative game initiatives such
as a multi-jurisdictional scratchcard
Approval of new games families every year
from Q2 2019 onwards
Ongoing program of individual game
improvements and launches from Q1 FY19
with approval where necessary
Increased sales through better range
management, structure and stocking

Draw-Based
Games

$235m

$91m

Improved marketing and execution of Lotto,
Lucky Day Lotto, Mega Millions and
Powerball
Approval and launch of Cash4Life in Q3
FY2019
Approval and launch of Pick 2 in FY20

Digital
expansion

$362m (+$505m
less $143m
cannibalization)

$142m

Legislative approval of iLottery throughout the
Term
Increase in iLottery participation from ~45k
active players to ~700k players by FY23
Spend per player of $70 per month

The following tables set out the detailed sales and Net Income benefits of each of the major initiatives
in Manager’s forecast:
Sales

Net Income

(b) Retailer fees
Manager has made the following critical assumptions regarding Retailer fees:
●

Contribution from retailers towards telecoms fees remains at $10 per week per retailer

●
Retailer penalty charges (5% penalty for insufficient funds when the Lottery performs its
weekly retailer account sweep, and the 2% monthly interest charge on the retailer’s accounts
receivable) are at least $2m per annum.
●

All additional retailers will be subject to the same such fees.

(c) Retailer commissions
Manager has assumed:
●
Retailer commission rates remain at 5.0% of sales for both draw-based games and Instant
games throughout the Term, based on the file “Commission and Payment Structure.xlsx” in the State
Data Room.

●

Retailer commissions for payment of prizes and high-tier winners remain on the same terms
as at the time of bid preparation, equating to 0.7% of sales over the Term based on the file
“Commission and Payment Structure.xlsx” in the State Data Room.
(d) Prizes
The figure below shows the theoretical prize payout levels (before unclaimed prizes) Manager has
assumed for each game in its financial projections, based on its interpretation of the game rules and
procedures and the data room Excel file “Lottery Draw Game Theoretical Prize Payouts (FY13-16).”
For new digital games (FY20 onward), we have assumed a prize payout of 50%. For DBG
Innovation (FY22 onward) we have assumed a prize payout of 55%.
Overall, Instant ticket prize payout increases slightly over the Term due to the mix of higher priced
tickets. For more detail on the Instants plan please refer to the “Instants Games Plan” within the
Technical Packet.

The figure below provides a breakdown of the gross and net prize expense for the Illinois Lottery over
the Term. It shows that total prize expense before unclaimed prizes is forecast to grow from $1,942m
in FY19 to $2,594m in FY27 (from 65.9% of total sales to 64.6% of total sales). The main driver of
this change is sales mix; the plan forecasts that Draw Based Games increase from ~35% of sales
today to ~41% of sales by FY27 (average payout for Draw Games is ~53% vs. ~72% for Instant
tickets). Unclaimed prizes are assumed to be 1.0% of retail sales for Draw Based Games and 1.5% of
retail sales for Instants.

Critical assumptions
Manager has prepared the forecast above assuming that the State:
●
●

●

Recognizes, on an accruals basis, prize payout in its profit and loss account at the percentages
shown in the forecast above.
Invokes a capping mechanism such that extreme prize payout outcomes on fixed-prize games
do not result in a material increase in prize payout over the levels contained in the figure
above.
Adds back unclaimed prizes in the profit and loss account for the purposes of calculating
incentive compensation.

(e) Management Fee, Operating Allowance, Net Income Targets
Please refer to Schedule 10.1 (Payment Schedule) of the PMA for details of the Management Fee,
Operating Allowance and Net Income Targets for each year of the Term.
(f) State Administrative Expenses and Employee Use Agreement Expenses
For the purposes of its plan, Manager has assumed that the aggregate total of State Administrative
Expenses and Employee Use Agreement Expenses are $31.5m in FY18 ($15.8m pro-rata), and
increase by 2.5% pa, reaching a combined total of $39.3m in FY27. A breakdown of the two costs is
shown below:

5.3.2 (j)
A description of any proposal for capital investment(s) equal to or in excess of One Million Dollars
($1,000,000) per investment (a “Significant Investment”), and a description of Manager’s rationale
for the Significant Investment, including the anticipated annual increase in Net Income directly
resulting from the Significant Investment over the depreciation period of such Significant Investment,
as well as Manager’s or its Affiliates’ previous experience in implementing the same or similar
investments;
As noted in its Bid response detailed in Appendix A to the capital expenditure plan requirements of
the RFP, Manager’s Business Plan contains significant provision for capital investment in the Illinois
Lottery. Manager would class the following items of its capital expenditure plan as being “Significant
Investments” as they each represent project spend in excess of $1m:
●

Retailer PPOS equipment (total spend of $15m to be recovered through the Operating
Allowance).
● Implementation of Manager’s next-generation iLottery platform (costs to be recovered by the
Management Fee).
● Replacement of the Central Systems and retailer lottery equipment (e.g., lottery terminals and
vending machines). The costs of undertaking this refresh of lottery technology are
incorporated within the DBG Subcontractor fee of c.$44m pa shown in Manager’s detailed
financial projections for the Lottery.
Manager has segregated capital expenditure which is eligible to be recovered by the Operating
Allowance and Management Fee. Manager proposes to recover $15m in capital expenditure relating
to the new PPOS rollout through the Operating Allowance in line with Section 10.1.2 of the PMA.

These items are considered more fully below:
(a)

Retailer PPOS equipment

Description and rationale. As part of its bid preparation, Manager undertook extensive research in
Illinois, including a broad program of retail visits. This research identified a major opportunity to
improve the way in which the Illinois Lottery brand is presented in retail. In response to this research,
Manager has developed a plan to undertake a major refresh of Illinois lottery retailers’ PPOS as
considered in its response to Section 5, Plan for Performing the Services. This refresh will see the
replacement of retailer playcenters, signage and scratchcard dispensers.
Anticipated annual increase in Net Income directly resulting from the Significant Investment.
Manager anticipates that this investment, over the Term, could generate $313m in sales and $64m in
Net Income. In addition, Manager sees this investment as playing an important role in supporting the
wider plans to strengthen the Illinois Lottery brand.
Manager’s previous experience in implementing the same or similar investments. As with
technology rollouts, Manager has extensive experience of implementing the rollout of Retailer
Permanent Point of Sale equipment. For example, in 2009 Manager undertook a major refresh of its
in-store environment with a further upgrade to ~45,000 stores in 2015.

(b)

Implementation of iLottery platform

Description and rationale. As part of its bid preparation, Manager identified a significant
opportunity to improve the performance of the iLottery channel through improving digital marketing,
player analytics and user experience. A key element of Manager’s digital plans is the implementation
of its next-generation iLottery platform, Excalibur. Manager views this investment as critical as it will
provide the Illinois Lottery with a modern and flexible iLottery platform which will remain fit-forpurpose for the Term.
Anticipated annual increase in Net Income directly resulting from the Significant Investment.
Manager’s Business Plan anticipates that its digital plans will generate an incremental $2,050m in
sales and $803m in Net Income over the Term. The investment in a new iLottery platform will be an
important enabler of this growth.
Manager’s previous experience in implementing the same or similar investments. Manager has
significant experience of managing iLottery implementations:
●

Manager implemented its own iLottery platform in the UK in 2013, migrating away from a
legacy platform provided by IGT. The introduction of a new, Manager-controlled platform
has provided the UK business with much greater speed-to-market and flexibility, and
contributed to a 35% increase (+£409m) in digital sales over two years (from Manager’s
fiscal year 13/14 to 15/16).
● Manager has delivered a range of digital products to its customers including Loterie Romande
(where Manager recently implemented a replacement iLottery system) and Ireland (where
Manager has implemented mobile apps for the Irish National Lottery).
(c)

Lottery technology

Description and rationale. Manager’s Business Plan provides for a full refresh of lottery technology
including central systems and new retailer equipment (such as terminals and vending machines).
Manager has selected Intralot Inc., a market-leading lottery technology provider, as its DBG
Significant Subcontractor. The supply arrangements also provide for sufficient retail equipment to
support expansion of the retail estate from ~7,500 today to 9,000. Manager has sought to align the
interests of the DBG Significant Subcontractor with Manager and State by negotiating a remuneration
mechanism which is primarily linked to overall sales performance of the Lottery. Total annual costs
for the new lottery technology supply arrangements will be ~$44m per annum.
Manager’s rationale for this refresh of lottery technology is two-fold:
●

It is necessary to invest in a modern, flexible central system and new retailer hardware which
will achieve high levels of uptime and remain fit-for-purpose throughout the Term; and
● The new supply arrangements will deliver a material cost saving to the Lottery, estimated at
an average of $6m per annum versus the current provider.
Anticipated annual increase in Net Income directly resulting from the Significant Investment.
As a provider of a new central system and retailer hardware, the DBG Significant Subcontractor will
play a key role in supporting delivery of the Manager Business Plan which sees total Net Income
before Incentive Compensation increase from $718m in FY19 to $1,037m in FY27. More specifically,
the new supply arrangements also supports Manager’s proposed expansion of the retail estate which
Manager anticipates generating an incremental $1,387m in sales and $336m in Net Income over the
Term.
Manager’s previous experience in implementing the same or similar investments. Manager has
extensive experience in managing major lottery investments in respect of technology transitions. This

includes the management of major technology transitions in the UK National Lottery in 1994, 200102, and 2008-09. The technology transition in 2008-09 was one of the most challenging ever
undertaken in the lottery industry with Manager rolling out new terminals and communications to
over 28,000 retailers and replacing its iLottery system. Total capital expenditure for this project was
~$200m1. Manager also successfully delivered a major technology transition in the Irish National
Lottery in 2014, transitioning away from a central system provided by Gtech to one provided by
Intralot Inc.
5.3.2 (l)
A detailed analysis of Manager’s compliance with the financial stability requirements set forth in this
Agreement and in the Operating Standards;
Manager’s Business Plan provides a high level of financial and operational stability throughout the
Term. In preparing its bid, Manager has undertaken detailed cash flow projections for the Private
Manager legal entity Camelot Illinois LLC to establish its funding requirements throughout the Term.
Based on this analysis, Manager proposes to put sufficient funding arrangements in place to enable it
to meet its obligations as they fall due.
The Operating Standards applicable to the current Private Manager contain the following financial
stability requirements described in Section 2.2.5 (Financial and Operational Stability of Manager):
(a) The ability to assure the financial integrity of its operations by the maintenance of a bankroll
or equivalent provisions adequate to pay all expenses when due.
As noted above, Manager has prepared detailed cash flow forecasts for Manager in preparing its
Business Plan, including the identification of its peak cash flow requirement. Manager will be created
as a standalone entity with more than sufficient funds to meet its liabilities as they fall due. This
funding will support delivery of the Transition and capital expenditure plans as well as working
capital requirements for Manager.
(b)
The ability to meet ongoing expenses which are essential to the maintenance of continuous
and stable operations. Manager shall be found to have established this standard if it demonstrates
the ability to achieve positive gross operating profit, measured on an annual basis.
As noted above, Manager will be funded as a standalone entity with more than sufficient funds to
meet its liabilities as they fall due. Manager believes that Earnings Before Interest, Tax and
Depreciation (“EBITDA”) is an appropriate measure for demonstrating the ability of the business to
generate positive net operating cash flows. As shown in the forecast statement of income and balance
sheet for Manager that follows, in the period to the end of Financial Year 2019, Manager generates
positive EBITDA of $3.9m.
(c)
The ability to pay, as and when due, all local, State and Federal taxes, including the tax on
gross revenues and any fees imposed by the Division, if any.
Consistent with Section10.6, where Manager purchases Services, capital or consumable items for resale to the State via the Operating Allowance, it has assumed that such purchases shall be exempt
from State sales or use taxes (including Retailers’ Occupation Tax). Manager’s business plan has
provided for the full range of other taxes including corporation tax and payroll taxes.
(d)
The ability to make necessary capital and maintenance expenditures in a timely manner
which are adequate to ensure maintenance of a superior service of exceptional quality.
1

Based on a GBP-USD exchange rate at the time of GBP 1 = USD 1.5.

Manager’s Business Plan and calculation of funding requirements make provision for significant
capital expenditure in respect of new Permanent Point of Sale (“PPOS”) equipment for the retailer
estate, a new iLottery system and a full refresh of lottery technology (including central systems and
retail equipment). The business plan and financial projections also make allowance for the cost of
maintenance contracts in support of Lottery assets deployed in Illinois (e.g., terminal equipment,
PPOS, software etc).
(e)
The ability to pay, exchange, refinance or extend debts, including long-term and shortterm principal and interest and capital lease obligations, which will mature or otherwise come
due and payable during the Term, or to otherwise manage debts and any default with respect to
such debts.
Manager has provided for the costs of its contractual obligations (e.g., key supplier contracts during
the Term) either in its Operating Allowance or Management Fee. Manager’s business plan
demonstrates it meets its obligations as they become due.
(f)
The ability to perform each and every one of its obligations and responsibilities as set
forth in the PMA, these Operating Standards, and State Policies and Rules.
Manager’s financial plan makes provision for its view of the necessary resources required to deliver
the Private Management Agreement.
Manager would also note the requirement, set out in Section 2.2.6(c), for the Manager to file with the
Division of Lottery, at the end of each calendar year, the following: (1) an annual forecast by calendar
quarters of the operating and financial performances of Manager for the upcoming calendar year,
including statement of income and balance sheet, which shall be submitted in the standard format
prescribed by the State or such other format approved by the State.
The following section provides i) the annual forecast statement of income and balance sheet and ii)
uses this analysis to support its response to requirements Sections 2.2.5(a)—2.2.5(f)
Manager highlights the following points in this analysis:
●

In respect of the income statement:
− Manager makes a small one-off loss during the first phase of the Transition period (to
Dec 31, 2017) in respect of costs not recovered through the Transition Plan. The
Transition Plan assumes recovery of Transition Expenses of up to $13.2m over the
six months to March 31, 2018.
− Manager generates positive EBITDA by the end of Contract Year 1 reflecting its
ability to generate cash from the Base Services Commencement Date.

●

In respect of the balance sheet:
− Initial funding is assumed to be phased in, enabling Manager to meet its requirements
for the Transition Plan, capital expenditure plans and working capital requirements.
For the purposes of modeling, equity funding reaches $40m in FY19.
− Manager has strong cash balances to meet its liabilities as they fall due in all periods.

Forecast statement of income and balance sheet for Manager:

