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Executive Summary

Video lottery terminals have had and continue to have an integral role in the revenue received by the Oregon State Lottery.  Their dominance has caused many debates on to who will receive proceeds generated by these machines.  This conflict of interests has been fueled by many economists and politicians that have been charged with the duty to deriving a balance.  Currently, the imbalance is between the retailers’ “fair rate of return” for housing these machines and the state’s need for funding.  Our primary focus in this paper is to illustrate the state’s obligation to Oregon voters who passed Oregon law to conduct lottery in the state of Oregon in a certain manner.  To fully live up this obligation the state must conduct its lottery in such a way that maximizes the total revenue for state programs.  However, considering the current political environment, we realize this goal might be somewhat unrealistic.  After illustrating how the state should fulfill its obligation we then investigate ways to appease both its social and commercial interests.
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Introduction:

Since the Oregon property tax limitation measures of the 1990s, basic government services, such as education and state police, have had to find new sources of revenue. The state lottery has been one such funding source, and so it has become important for the state to make sure that the lottery maximizes its net revenue.  Lottery revenue can be increased either by increasing sales, or having more revenue from the games go to the state rather than to the retailers.  The state is currently trying both approaches: new games designed to increase sales, and lower commission rates designed to keep a bigger share of the profits for the state. The purpose of this paper is to explore a new method for the second approach. We present an economic analysis of the issues involved in allocating video lottery terminals using a competitive auction, rather than the current system of regulated commissions.

Before this issue can be explored any further, a brief history of the lottery in Oregon has to be introduced.  The Oregon State Lottery was authorized by the state legislature in 1984.  Its profits were originally earmarked for economic development.  On April 25th, 1985 scratch off tickets were introduced, making them the first lottery game in Oregon.  During the same year, Oregonians voted to have lottery profits used for education funding.  In 1998, Oregonians were ready for another change and voted to have some lottery profits go towards salmon habitats and parks. Over the years, Oregon introduced new lottery games and diversified the lottery games available.  Most notably, in March of 1992, video poker was introduced, and in 2005 “line games” or slot machines were introduced.

Oregon’s current lottery system is comprised of eleven different games that range from scratch-off tickets to video poker machines.  69% of the received profits from the Oregon Lottery fund education.  This was about 13.5% of Oregon’s general revenue for education in the 2002-2003 school year.  15% of lottery profits go towards economic development and another 15% go towards parks and natural resources.  Finally the last 1% of lottery profits is earmarked for gambling addiction treatment. Oregon’s lottery is completely self-sufficient, in that its operating and administration expenses (less than 4%) are paid for by the revenues it generates.
Legally, the lottery is a monopoly which, by law, is to be operated to maximize revenue for the state.
  With this configuration in place we would expect to see the Oregon Lottery system work in a monopolistic fashion. Economic theory has a well developed set of principles that explain how monopolies should make pricing and output decisions, so as to maximize profits.  In this paper we focus on the game that produces the highest revenue for the lottery.  This is, by far, the VLTs (Video Lottery Terminals).  These games number in excess of 8700 throughout the state, and they produce approximately 60 % of the lottery’s revenue.  
Besides providing citizens with the opportunity to indulge their taste for gambling, the VLTs help out two parties, the establishments that house them and the state of Oregon, particularly K-12 education.  The retailers essentially license the right to house VLT machines from the state, and keep a share of the profits.  K-12 education is the other major interest group, because they receive the largest share of the state’s lottery profits. Oregon K-12 education is widely thought to be under funded. For example, the lack of resources has attributed to a school year lower than the national average.  In 2003, the school year was cut short by 17 days.  Other problems include an increase in class sizes, a reduction in curriculum, and payment to play sports.  Oregon is not following through in its responsibility for education set by the Oregon Education Act for the 21st Century.  The state is not providing “an environment that motivates students to pursue serious scholarship” when the school week is shorter than five days.  Another group with an interest in lottery profits is the state police.  Since 1980, state police patrol strength has decreased by over 50%.  In 1980 there were 641 patrol troopers, and in 2004 there were 311 troopers.  One possible way to address these problems is to make further changes to the commission rates for VLTs.  A decrease in the commission rates will transfer more money from the retailers to the state’s lottery funded programs.  However, a decrease will also reduce retailers’ incentives to promote Lottery sales.  It’s possible that the state could decrease the commissions to the point where retailers would eliminate enough machines to reduce the states revenue by more than the amount they gained from the lower commission rate.
The outcome depends on the elasticity of demand of the retailers for the VLTs.  William Jaeger addresses the elasticity of video poker demand in Economic Assessment of the Oregon Lottery’s 2005 Proposed Changes in Video Lottery, written for the Oregon Restaurant Association. This paper shows the effects of different elasticities, but it doesn’t provide an estimate of the actual elasticity.  It is hard to determine the exact elasticity of demand for the retailers, in large part because the retailers have little incentive to reveal this information to the state, knowing it will be used against them in setting rates. Generally, groups such as the OEA take the position that the retailers will not cut back on terminals, if commissions decline.

The Oregon Restaurant Association has a different view about the lowering of commission rates.  Mike McCallum expressed the ORA’s sentiment in front of the Lottery Commission on January 23, 2005.  They feel that the lowering of the VLTs’ commission rates will lead to an unfair rate of return for businesses.  They also argue that low commission rates remove the incentive for businesses to promote the machines, which in turn reduces state revenue. In fact, according to Dale Penn, the retailers could end up abandoning the new games and current machines altogether, which could significantly reduce the state’s revenue.  The ORA does not see the need to touch the commission rates, noting that Oregon is currently number two in the nation in money per capita returned to a state by a Video Lottery product.  They even think a possible solution for helping out education is to raise the commission rates so that there is more incentive for businesses to promote the lottery.  They argue that this could lead to more revenue for the state (ORA).

The problem is achieving a balance between the legitimate interests of the state to maximize revenue, and the retailers to earn a normal rate of return on their investments.  Our goal in this paper is to show how a properly designed auction can achieve this result.  We will spell out the advantages and pitfalls of such an approach in detail.
The current situation:
The state doesn’t run bars or VLT parlors itself – it sells licenses to retailers.  The retailers install a VLT, pay the bettors a certain percentage in winnings, and the remaining money is split between the state and the retailer.  Formally, the state pays the retailer a commission for its services, expressed as a percentage of sales.


Previous efforts by the state to maximize VLT revenue have focused on estimating the proper commission structure, that is, the commission which will maximize revenue for the states. Set the commission too low, and too few retailers will install terminals. Set it too high and the state leaves money on the table. Efforts to decide what commission rate is “just right” have involved either comparing commissions in other states, or estimating costs for Oregon retailers and adding on a reasonable profit rate.  Our view in this paper is that these efforts are misguided.  We do not think that the state is ever going to come up with a reasonable estimate for the proper commission rate this way.
The closest analogy to the current system would be if the Oregon Department of Transportation were to determine what price it is willing to pay for asphalt by estimating what it costs to produce it.  Many economists and consultants would be employed at good wages, but we do not think accurate cost estimates would be produced.  At the end of the day, the state would either set the price too high, and asphalt producers would beg the state to take their asphalt rather than the next guys, or it would set it too low, and the state wouldn’t have enough to pave the roads.

In the remainder of this section we explain Oregon’s existing commission structure and review the history of attempts to determine the “proper” commission, pointing out their failures.  The Oregon Lottery’s commission rate dilemma has been investigated by a number of academic papers and reports.  One firm, EconNorthwest, tried to estimate the costs of operating five VLTs in four different types of establishments.  With these estimates and with a 35% commission rate, they determined how many sales, for different time lengths, were needed yearly to achieve a 15% return on their VLT costs.  The sales were significantly lower than the actual average sales of the VLTs.  The current commission is lower than 35% and is still attaining sales considerably higher than a 15% return on the estimated VLT costs.  The report shows that the commission rates are too high to just reach a 15% return on VLT costs.  The optimal commission rate is not calculated, because the report concludes is it impossible to determine the exact costs for housing a VLT. 
We agree.
ECONorthwest set out to answer two questions at the request of the Oregon Lottery.

The first question we addressed was whether or not the average Oregon tavern or 
restaurant with Video Lottery Terminals [VLTs] had more employees than those without 
VLTs. The second question considered was what would the minimum revenue from 
the video lottery have to be for a typical tavern to earn a fair rate of return sufficient 
to cover the owner’s costs of installing and operating the VLTs?(ECONorthwest)
Both questions try to determine the cost of operating VLTs.  The first question concluded that establishments with VLTs had significantly less employees than those that did not.  We can infer then that establishments with VLTs will have lower wage costs than those without VLTs, because the study also found a non-significant correlation between wage differences in bars and taverns and full service restaurants (5).  For the response to the second question ECONorthwest determined the installation costs and annual operation and maintenance fees for operating five VLTs in four different sizes of establishments.  They determined how many sales each establishment group would need to get over three, four, and six year periods to accomplish a 15% return on their installation and operating costs using a 35% commission rate.  The results are in the following table.
	Contract Length
	Small Portland Tavern
	Large Portland Tavern
	Average Medford Tavern
	Average Rural Tavern

	6 years
	$9,781 
	$9,619 
	$9,415 
	$7,661 

	4 years
	10,171
	10,009
	9,801
	8,019

	3 years
	10,560
	10,396
	10,184
	8,374


This table shows that the commissions alone are on average over three times higher than the suggested sales in the ECONorthwest report.  “Most Video Lottery retailers (1,200) throughout Oregon receive less than $35,000 per year in Video Lottery commissions” (Penn Statement).  Although the average commission rate in 2004 was 28.8% which is lower than the 35% used in the ECONorthwest report, this disparity should not significantly change the fact that retailers are clearly being commissioned more than necessary to receive a reasonable rate of return.  This is strong evidence in favor of the argument that the VLT retailers are over commissioned in their participation of video lottery.  

The state has taken matter into its own hands by having audit reports conducted about the VLTs.  The first one, published in 1994, used cost analysis and video lottery revenue per retailer to estimate profit margins.  They set the commission rate to 10% and compared the resulting profit margins to the average profit margins for different types of establishments.  The resulting profit margins were higher than the averages.  So, even with a lower than actual commission rate, the profit margins were higher than the averages.  This proved that the commission rates can be lowered from the current rates.  An optimal rate was never found because it is impossible to figure out the costs of the VLTs for each retailer.


On May 17, 1994, the state of Oregon published a detailed audit report that found video lottery retailer profitability while varying commission rates.  Using the same methodology as ECONorthwest, the audit report used cost analysis and the video lottery revenue per retailer to estimate profit margins.  “[Their] analysis revealed that lowering the commission rate to 10% resulted in profit margins that exceed the average for the restaurant industry, alcoholic beverage industry and small businesses of 15%, 14.6%, and 8%, respectively” (Audits Division, 4).  The profit margins they did find using a commission rate of 10% ranged from 16% to 53%, depending on retailer prototype (4).

The second audit report compared Oregon’s commission rates to other regions that have video poker machines.  Oregon’s was higher than the others.  This was more evidence that the rates are too high.  An optimal commission rate was never calculated or decided upon.  This is because the regions they compared Oregon to are different.  The other regions might not even be setting there commission rates in the correct manner.

A January 29, 2004 audit report compared Oregon to similar jurisdictions that used VLTs. It found that Oregon has a significantly higher commission structure.  


We found that eight jurisdictions have video lottery operations similar to Oregon. 
Retailer commissions in these jurisdictions are generally lower than those in Oregon. 
They range from 15 percent to 25 percent of the cash remaining after payment of prizes, 
while retailers in Oregon receive up to 35 percent (Pollino 1).
Not only does Oregon have a relatively high commission rate compared with similar jurisdictions, it also has high commission rate compared to other state lottery games.  Other games have commission rates ranging from 5% to 10%, whereas the VLTs have and average commission rate of 28.8%.  Currently the commission structure is constructed as a two part tariff allowing the retailer to choose either option A or B depending on their sales quantity.

	Current Option A

	Sales
	Rate

	Under $175,000
	32.50%

	$175,000 - $475,000
	26%

	$475,001 and up
	17%

	Current Option B

	Sales
	Rate

	Under $650,000
	26%

	$650,001 and up
	19%


Both audit reports draw conclusions that the commission rates can be lowered, but an optimal rate is not suggested.  These reports only give an idea that commission rates can be lowered because the data that is used is estimated.  The actual costs of housing and operating the VLTs are not known and the retailers will not disclose this information.  An auction will force the retailers to disclose this information through their bids.

When the state decided to lower commission rates, it turned out that market demand was inelastic, at least in the short run.  Dale Penn released a statement on February 15, 2005 saying “Just six months ago, Video Lottery retailer commissions were reduced by 10%, the largest reduction in the history of Video Lottery.  This reduction has caused financial difficulty for many retailers, although the number of retailers has remained at 2,000” 
(Penn).  This just reinforces the fact that demand for VLTs has not yet become elastic and further decreases in the commission rate could be achieved.

There is a problem in determining the optimal commission rate.  Businesses will not disclose their demand for the VLTs.  We think the works we’ve cited above shows how difficult it is to actually estimate this demand. The list of difficulties starts with the fact that businesses do not want to report costs to their regulators.  Another problem comes from the benefits side.  The state has a difficult time accounting for complementarities – where machines boost profits on food and drinks, for example.  Yet another problem occurs due to the ever changing nature of the costs and benefits to the retailers.  Even if it were possible to estimate these at a given time, a change in labor rates, or in consumer’s demand for gambling, would change the optimal rate. Additionally, there is a political problem.  As we have explained, the rate setting process is a tradeoff between competing interests groups.  Having the legislature in charge of setting the rates raises a host of political problems.  For all these reasons, we think the state should stop trying to estimate costs and benefits.  Instead, we advocate allocating VLT machines using an auction. In the next section, 

AUCTIONS:

We believe that the VLT situation is tailor made for an auction. An auction removes the political considerations from the debate over fair compensation for the retailers. Since it’s voluntary, it ensures that everyone who buys a VLT license does so with the same expectation that they have when making any other investment decision – earning a reasonable profit.  Since it’s competitive, it ensures that the state satisfies its legal obligation to maximize its revenue.
In our section on theory below, we will discuss the details of different types of auctions. The basic purpose of an auction is to achieve efficiency and revenue maximization. In the context of VLT’s efficiency simply means that the machines are allocated to the retailers who value them the most. Revenue maximization simply means that the seller, in this case the state, achieves the maximum possible revenue. Additionally, auctions ensure that the buyers expect to earn normal rates of return on investments.

Despite these benefits from an auction, direct application of standard auction theory to the Oregon Lottery system is not realistic for reasons that we will explain.  While most auctions procedures have been successful, there are also cases of previous applications of theory that have had disappointing and unsuccessful auction results, when those implementing the auction were not aware of how the particulars of a situation diverged from what economic theory assumed. 

Real world auctions have taught us what problems can occur.  Some examples that arise are collusion, assessing individual risk aversions, entry deterrence due to design, and disregarding the context the auction is occurring in. We will give some examples of these problems, in an effort to show how this paper makes detailed recommendations that are specific to Oregon. 

An example of the last problem occurred in the Spectrum third generation cell phone auctions.  Paul Klemperer explores this in detail in his paper, What Really Matters in Auction Design.  The United Kingdom had an extremely successful auction resulting in revenues of 22.5 billion pounds.  The United Kingdom had five licenses to auction off, with four incumbents and nine new bidders vying for the licenses.  An ascending style auction was used to achieve the success.  The Netherlands then made the mistake of using the U.K.’s ascending auction design.  The participants and environment were not the same as the U.K.  Holland had five licenses with five incumbents, and only one new bidder competing for the licenses.  This auction resulted in prices that were less than 30 percent of the per capita U.K. prices.  The same amount of incumbents as new licenses prevented new bidders from showing up.  An Anglo-Dutch style of auction would have been better, because the sealed bid stage would have given new bidders more hope.  This hope could attract more bidders.  With more bidders, the incumbents would bid higher because of fear of the new companies out bidding them.
Italy tried to learn from the Netherlands’ and United Kingdom’s auction.  They adopted a similar style auction as the U.K.’s, but with the rule that if the number of incumbents was equal to the number of licenses, they would reduce the number of licenses by one.  In the end, Italy had six bidders for five licenses.  One more bidder than licenses does not guarantee a successful ascending auction.  Italy had fewer entrants than the United Kingdom because Italy had already done ascending auctions which resulted in the smaller companies realizing they could not compete.  This deterred them from even attempting from competing in the Spectrum auction.  Italy’s auction resulted in per capita revenues less than 40% of the United Kingdom level.
Collusion was also thought to be a problem in the auction.  An Anglo-Dutch style of auction would have fared better for the same reasons as Holland.  A person would think that with the amount of money involved in the Spectrum auctions that each country would tailor their auction for their specific business environment, not just use what worked for another country.  This was not the case and proves how auctions need to be meticulously designed for each specific case.  Auction design is not “one size fits all” (Klemperer 185).

An example where collusion definitely occurred was in the 1999 German simultaneous ascending auction of ten blocks of spectrum.  New bids for a block had to be ten percent higher than the previous bid.  One firm, Mannesman, bid 18.18 million deutschmarks for blocks one through five and also bid 20 million deutschmarks for blocks six through ten.  The only other credible bidder, T-Mobile, took this as a sign that if they bid on blocks one through five they would receive them.  There bid would have to be approximately 20 million deutschmarks for blocks one through five.  This is the same amount that Mannesman bid for blocks six through ten.  This was an unspoken sign for T-Mobile that they would get half of the blocks and Mannesman would get the other half.  They would not have to compete for the blocks because each company got an equal share of the blocks of spectrum.  They both got want they wanted at a low price.  This could have been avoided if the auction was sealed bid.  The two companies would have been fearful of being outbid by each other, thus causing them to make higher bids.  A sealed bid auction would also attract smaller companies to participate because they would not have been scared away by the big companies’ large initial bids.  More bidders will make an auction more competitive, which will increase the bids (Klemperer 170).
Theory Section:

In this section we address two parts of economic theory that are relevant for the question of how to design a procedure for auctioning off VLT terminals in Oregon. The first part of this section deals with monopoly theory – how a single seller of a good should behave so as to maximize their profits. The second section deals with auction theory – that is how different kinds of auction procedures can be used to maximize the seller’s profits. The state needs to consider both these issues in designing an optimal auction procedure. First, they need to decide how to limit the number of VLTs that are sold, and second, they need to devise a procedure for auctioning the terminals off to those retailers that will pay the most revenue to the state.

Monopoly Theory

We observe that the Oregon State lottery has monopoly power over the lottery services in Oregon.  State law prohibits any entity other than the state from conducting a lottery or sale of lottery tickets, thus making Oregon the sole provider of lottery services. (ORS 461.200).   This applies to all of the lottery services provided by the state, but because we are particularly interested with the services provided from video lottery terminals, we will focus our attention on VLT gambling.
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While the demand for gambling ultimately comes from consumers, since the state negotiates with the retailers, we show the retailer’s demand curve for VLT’s. Given a commission structure, some retailers are willing to pay large amounts for a machine, while others will have smaller turnover and be willing to pay less. An increase in the commission rate increases the profits from having a VLT machine, and so shifts the demand to the right, while a decrease in the commissions shifts the demand to the left.

Given the retailers demand curve, the basic issue for a monopolist is simple. By restricting the quantity of machines that they sell, they can increase the price that they charge for each machine. So long as the demand for the good they are selling is inelastic, this will increase their profits. We show this graphically in figure 1.

Given this commission structure, the question is then how many machines the state should allow. The usual rule for a monopolist is to set the quantity where the marginal cost of the machines equals their marginal revenue, and then charge the highest price per machine. The figure shows how this would increase the profits of the state above the situation where they simply set price equal to the cost of a machine, and sold whatever quantity the market would bear.

Notice that a very similar diagram could be used if we were to assume that the per machine price were fixed. Now the quantity on the x axis would refer to the total number of games played, and the price per game would be 1-c, where c is the commission rate.

The question of whether or not the retailer demand is elastic or inelastic,, is one of the state’s main issues when considering a commission deduction.  When a monopolist raises his price in the midst of an elastic market demand, he suffers a loss in profits.  However, we have strong reason to believe through academic reports and papers, discussed in the previous section, that the market demand for VLTs is inelastic.  As illustrated above, this provides an opportunity for the state to increase its profits by increasing the inverse commission rate. The graph above shows that a decreased commission and reduced supply generates more profits (green) than it did under the current rate’s profits.  This is optimal in the case of a uniform price-setting monopolist, but as we will see later it is possible to further improve the state’s position even beyond this point.

Having monopoly power affords the state possible pricing and marketing strategies not available in a competitive market.  The two most important attributes that we are concerned with are the state’s ability to restrict quantity (VLT supply) and therefore increase the price, and its ability to price discriminate, that is charge different buyers different prices. As we will explain, supply restrictions can increase profits substantially over the competitive pricing, under the right conditions. The second option, price discrimination, can lead to further profit increases, again under the right conditions. Our goal is to explain these procedures, and discuss the conditions necessary to ensure that they will actually increase profits for the state. 

However useful the ability to restrict quantity is to the monopolist, it is often possible for a monopolist to increase profits still further.  No matter how well marginal revenue and cost are matched, there are still some retailers willing to pay much more for a video lottery terminal than the market price may suggest.  For example, in figure 1, many retailers have reservation prices considerably greater than the monopoly price. Conversely, there are some potential retailers with reservation prices below the monopoly price. If the monopolist can identify these buyers somehow, and charge each a price at or near the reservation price, it can increase profits substantially above the normal monopoly level. 

This is especially evident in the varying distributions of retail lottery sales by county in the state of Oregon.  In more populated counties, for instance Multnomah, we would expect to see a higher volume of lottery sales from VLTs, than say in Wallowa County in eastern Oregon.  Therefore we observe an unequal proportion of sales generated in urban areas giving this area a sufficiently higher willingness to pay (and ability) in comparison to rural areas.  What this translates into is not only a variation in the retailers’ willingness to pay in these counties, but also a variance in the surplus available to extract.  Setting a uniform price for video lottery terminals in the state of Oregon will equate into a loss of potential surplus. To further examine this and see how a monopolist may become even more efficient, we must delve into available forms of price discrimination.

While a standard monopolist charging a uniform price will receive an economic profit, its activities will not acquire the entire available consumer surplus.  This is why charging individual prices for differentiated or identical output, or price discrimination, is important for the monopolist to succeed in surplus extraction.  As Louis Phlips points out however, this textbook definition fails to capture the true essence of what price discrimination achieves.  “What is typical, for discrimination, is that prices reflect the opportunities for larger profits resulting from selling to several submarkets simultaneously, at different prices, while maximizing overall profits” (Phlips 7).  It is this idea of “opportunity pricing” that leads us to consider which form of price discrimination best fits the Oregon lottery situation.
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In the graph above the red triangle represents the additional profits left behind by uniform pricing schemes (as seen in the previous graph) and the profits that price discrimination helps extract.  Not only does price discrimination extract all available consumer surplus, but furthermore allocates supply to a more efficient level as we will explain later.

Price Discrimination

There are three main types of discrimination.  First-degree price discrimination, also known as perfect price discrimination, occurs when the monopolist charges different prices for different units of output and these prices may differ from consumer to consumer.  The monopolist charges each consumer their maximum willingness to pay, for each unit they buy. In our diagram, this would mean charging each retailer exactly as much as the maximum amount they would be willing to pay. This is rare, in practice, because it requires that the producer know each buyer’s reserve price, and that resale is impossible. (With resale, the low demand buyers will pay low prices and then sell to the high demand buyers, circumventing the monopolist’s sales.) 

Second-degree price discrimination (also known as non-linear pricng) means that different per unit prices are being charged for different units of output.  However, all the individuals who buy the same amounts, pay the same price.  This is generally practiced when sellers cannot be segmented, on the basis of their demand, but when resale can be prohibited. 

Lastly, third-degree price discrimination means charging different types of consumers different prices. The idea here is that the seller can segment buyers into categories, and prevent resale. The monopolist estimates the elasticity of demand for each category, and charge the monopoly price for that elasticity. Demanders that fall into a category with less elastic demand end up paying a higher price.

The VLT retailers of Oregon have varying marginal benefits for each machine they receive.  For example, two retailers (both in the same area or group) might be able to generate $1000 in profits annually (includes money generated from intrinsic rewards) from their first machine, $750 for their second, $500 from their third, and the first retailer $250 from the fourth, but the second retailer receives zero ($0) marginal benefit from the fourth machine.  It is typical that we should observe a decreasing marginal benefit per each additional machine, because a retailer cannot hope to sustain constant gambling customers for every machine he has. Therefore, if second-degree price discrimination was used, Oregon would have to charge a price that depended on the number of machines. In our example Oregon’s best option is to sell a bundle of three machines, because if it tries to bundle four, the highest amount it can charge is $2250 ($1000+$750+$500).  This is the total marginal benefit of the second retailer, as he is indifferent to paying any more for the fourth machine because he receives zero benefit from it.  The state would like to sell the machine bundle for the first retailer’s total benefit ($2500), but if it does it will receive zero revenue from the second retailer because the bundled price exceeds his total benefit for having the bundle and he will not incur negative economic profit to have it.  The price Oregon is able to charge is the same if it decides to bundle three machines instead, however its costs are lower as it only has to supply 6 machines (3 each) instead of 8.  The total revenue generated by this pricing policy would equal $4500.  

If third-degree price discrimination was attempted, that is if a uniform price were to be charged for each group of retailers, (presumably on the basis of county or other geog area), Oregon’s best response would be to charge the highest marginal benefit it could, which is $1000 per machine.  This pricing policy makes the lottery much worse off than second-degree discrimination, because the state’s total revenue would only be $2000 instead of $4500.  The lottery will not sell any more machines because no buyer is willing to pay a price of $1000 for the second machine.
  Finally, if the state chooses to engage in first-degree price discrimination it will maximize its ability to extract the consumer surplus.  In this example the state will price the machines “‘in such wise that the price exacted for each was equal to the demand price for it, and no consumer’s surplus was left to the buyers’” (Phlips 12).  Effective discrimination in this sense would mean that the lottery would be able to sell all seven machines at $4750, one at each of the maximum willingness to pay for each retailer (Norman 108).  As illustrated, first-degree price discrimination is the optimal means for the Oregon lottery in conducting its pricing policy “to produce the maximum amount of net revenue to benefit [and] to responsibly fulfill the public” (ORS 461.200).

First-degree price discrimination not only redirects surplus from the retailers to the state, but raises the incentive for more video lottery terminals to be supplied.  As seen earlier, the only way a monopolist selling at a uniform price could increase the quantity sold in the market was to accept a lower price on all of its preceding output sold.  However, when practicing first-degree price discrimination each additional unit sold “generates revenue exactly equal to the price at which it is bought” (108).  This looks very similar to a competitive market, in that marginal revenue equals price.  In fact, with first-degree discrimination, a monopolist becomes much more efficient in this sense and expands its supply to its respective market to the same level it would have been under competition. The difference is that the seller (the state) gains a much larger share of the total profits. 

However, the problem for the monopolist is to find an effective way to practice first-degree price discrimination.  The two major issues that face a monopolist in practicing this type of discrimination are extracting information about the demand for its product from the consumers, and restricting the ability of its consumers to resale that product.  The former requires that the monopolist know or discover more about the market in which it is participating in.  Not only does this imply that the state must find an effective way to find the retailer’s demand for VLTs, but also how that demand curve has been constructed from individual demand curves as well.  This is almost impossible without the retailers simply telling us exactly what they are willing to pay for each machine, because their demands vary so much from business to business.  To make this even more complex, each business might receive different and very difficult to measure spillover benefits from having the machines, such as drink and food sales, or cover charges for entertainment that people are willing to pay in order to play VLTs.  However, as we will see later in our method of application, the simple idea of having the retailers tell us their demand is precisely what we hope to accomplish.  As for the second issue, Oregon is fortunate with the product of video lottery terminals.  These machines are not easily transported, let alone legally resold. This is one case where resale is clearly not a problem.

In order to conduct an alternative to perfect price discrimination we must make a bold assumption.  For now we assume that retailers tell us exactly what they are willing to pay to use the state’s VLT machines.  We will relax this assumption later and explore a method of maximizing and extracting their total surplus.  This method is found in two-part tariffs.  A form of a two-part tariff is currently being used in the Oregon lottery system already.  Director Dale Penn has proposed and implemented a commission rate structure that gives retailers two options between choosing their respective rates.  The options force retailers to categorize their video lottery sales into one of many tiers (i.e. under $175,000 in sales annually) and each tier corresponds to a respective commission rate (i.e. under $175,000 = 30%) (Penn 2).  In the current system there is a negative correlation between the amount of revenue generated and the commission rate paid.  In other words, the more revenue a retailer generates from sales, the more the state receives for funding.  We can also observe this relationship as an increase in the inverse commission rate (1 – commission rate = rate paid back to the state).  This may seem attractive from first glance, but as we will observe from the theory this method actually creates a trade-off from efficiency to price discrimination through sales volume.  It will be more beneficial however for the state to conduct a two-part tariff that focuses on efficiency, rather than the current method.

Two-part tariff pricing schemes consist of an association fee that entitles the consumer to buy the good and a usage fee charged per unit of the good the consumer actually buys.  According to the lottery director’s current structure, a per unit fee is charged for respective groups that are separated by volume of sales.  This two-part tariff uses price discrimination to identify retailers by sales volume.  The lottery uses information on sales volume to identify and segregate retailers into groups and then charges them accordingly.  This comes at an efficiency cost.  When retailers increase their sales, their commission rate falls and they are being paid less.  This reduces their incentive to promote and achieve higher sales volume.  The intention of a two-part tariff, on the other hand, is to work in just the opposite way.  The per unit fee (in this case the inverse commission rate) should be set to marginal cost, thus making the goods cheaper for the consumer and enticing him to buy more.  In our case, this would translate into a higher commission rate. This would increase the retailer’s incentive to generate more VLT sales, because they are being paid more for every extra sell they generate.  However, the shift in total revenue is an increase in the total available consumer surplus and furthermore in the amount that can be extracted in the form of the association fee.  In essence, the Oregon Lottery maximizes the size of “the pie” then sets a lump sum fee to capture as much of this new larger pie for itself, leaving the retailer with no more than the normal rate of return.

As the graph below illustrates, the “pie” (or retailer surplus) increases from the blue triangle under a low commission percentage to the green triangle under a high commission percentage.
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To reiterate, our argument is that the state should consider setting the commission much higher than it is now.  In fact, it should set the inverse commission percentage as low as possible or just equal to the cost of providing VLT and gambling services.  This is a much different idea than what has occurred in the past decade or so.  The state has consistently lowered the commission rate, which causes the retailer demand to shift in (left), thus lowering the consumer surplus. Setting the inverse to cost however, assures the maximum amount of consumer surplus available for extraction.  A two-part tariff setup in this manner would maximize the total amount of profits the state could receive even further than possible with price discrimination.

The problem with this situation is that the retailers are not going to tell the state how much they are willing to pay for VLTs.  Without this information, the state will not know how much to charge for the large flat fee required to extract all consumer surplus.  It is imperative in order for this model and for perfect price discrimination to work; the state must know the retailers’ demand.  

In order to follow through with this goal we need to construct a way of obtaining the correct data from VLT retailers.  Part of what makes this so difficult is the multiple elements that are at play here.  There is surplus beyond that of lottery revenues that the VLTs generate.  The additional revenues bars receive for having the machines in their establishments are complementarities that the current commission rates fail to incorporate.  Examples of this include food and beverage purchased while gambling at the VLT locations, whereas the attractiveness of those food and beverage items would certainly decrease without the VLTs presence.  The inverse commission rate is strictly based on revenues generated by the machines and therefore the state does not receive any revenue that VLTs might generate in the form of these complementarities. 
Past methods for deriving this information have not been successful, as we have argued in the proceeding section (The Current Situation).  We believe that a correctly constructed auction system, such as a sealed-bid auction, will give the retailers the incentive to accurately reveal this desired information.  An auction system has the potential to alleviate this problem by closely resembling revenues produced by VLTs into the bid price.  When retailers submit their bids they know that the machines are worth more than just their commission rates and bid higher to include what these complementarities are worth to them.  Their bids also reveal their cost functions, which can be used to create an overall market demand.  To accomplish both perfect price discrimination and a two-part tariff pricing scheme, we will examine what auction theory has to offer the Oregon lottery.

Auction Theory


In this section we will discuss results from the economic theory of auctions that are particularly applicable to the Oregon lottery.  We will start with the simplest results, and then proceed to results for more complicated settings.  The simplest theory begins with auctions that consist of auctioning off a single good and then more complex situations, such as Oregon’s, involves auctioning off multiple goods.  To begin with however, there are four basic forms of auctions that comply with a few basic assumptions.

Auctions typically have two goals: Maximize revenue for the seller, and allocate goods efficiently, so that they go to the buyers who value them the most.  Economic theory provides some interesting results about how various types of auctions meet these goals, under various assumptions. 


The most important result is the Revenue Equivalence Principle. This result is derived under the assumption that bidders are risk neutral, that one item is for sale, and that bidders values for the item are not “affiliated.” It shows that the four most common types of auctions all produce the same expected revenue for the seller.


The first most common auction type is an English or ascending bid auction.  In this auction the price starts at a reserve, which is the lowest price the seller is willing to part with his item, and buyers successively offer higher and higher bids until one remains.  The buyer with the highest bid receives the item and pays the highest amount that he bid (Varian 307).


Another common auction type is a Dutch or descending bid auction.  This auction works in the opposite fashion of the English.  The auctioneer instead starts at a high price and gradually lowers it in appropriate bid increments until someone is willing to buy the item.  Like the English auction, the buyer who bids first (and therefore highest) receives the item, paying his bid price (307).


Yet another common type of auctions are sealed-bid auctions.  Bidders in these auctions submit their bids in written form within an envelope or other means of secure data entry.  No other bidders are allowed to view each others bid.  These bids are collected and viewed only by the auctioneer and the object for auction is awarded to the person with the highest bid for the price of that bid.  If a reserve price is in place and all submitted bids are lower than the reserve, the object is not sold (308).


Lastly, there is a fourth type of auction that is a variant of the sealed bid-auction.  This auction is called a second-price sealed bid-auction or a Vickrey auction.  It exists in exactly the same way as the sealed bid-auction in that the object is awarded to the highest bidder, however the winner pays the second-highest price.  In summary, the person who bids the highest gets the object, but he only has to pay the second-highest bidder's bid (308).

According to the Revenue Equivalence Principle all four of these methods should produce the same revenue for the state, under some restrictive assumptions. With this being assumed, we need specific reasons why to prefer one format over another.  Previously, in the monopoly section we observed a crucial need for developing information about retailers' willingness to pay for the use of VLTs.  The beauty of sealed-bid auctions (both first and second price) is the incorporation of this idea in their primary makeup.  Retailers that participate in this auction submit their bids independent of fellow bidders and competitors through the means of sealed entries.  In order to receive a VLT, retailers must bid high enough to beat out their other bidding competitors.  However, they will not bid more than their marginal benefit for each machine.  Bidding over this amount will cause a retailer to suffer negative economic profit, as he will not be able to payoff his bid and the external benefits of owning a machine will fail to cover its initial cost.  Therefore, with increased competition due to a restricted quantity of machines in the state, we would expect to see bids that closely matched the marginal benefit each retailer received from owning a machine.  Because the retailers deliver their bids directly into the hands of the state, the state acquires the ability to charge close to, if not exactly to, what each individual retailer is willing to pay.  Therefore, a sealed bid-auction appears to grant the state the information it needs for perfect (or near) price discrimination.  


Additionally, Oregon is already familiar with sealed bid-auctions.  We will investigate an institutional detail of this later.  However, for now there is one other issue that will help decide which auction format is the best for the Oregon lottery.  This is the issue of collusion or auction manipulation through bidding circles.  English and Dutch auctions are susceptible to manipulation as they harbor activity between bidders trying to outbid each other.  Collusive circles have the incentive to form within the auction house and stagnate the bidding or bid in a manner that suits their best interest and not the state’s.   For instance, restaurants that have association with the ORA could flood the auction with predetermined bids distinctively set at the minimum or reserve price in order to retain their surplus and receive machines at the lowest price possible.  However, a sealed bid-auction is much less vulnerable to this situation because during the auction bidders do not have direct contact with each other and they submit bids based on their own information.  This produces a much more competitive environment that results in bids much higher than the reserve price, further leading to complete retailer surplus extraction.

Multiunit Auctions



Because Oregon is auctioning off thousands of VLT machines we must consider the complications that accompany setting up a multiunit auction.  Basically, two main obstacles must be considered by the seller when constructing a multiunit auction.  First, the seller must decide whether to sell the objects separately in multiple auctions or jointly in a single auction.  Selling single VLTs in several thousand auctions is obviously inefficient and not an option for the Oregon lottery.  Since retailers often demand more than one VLT for their establishments we would find it appropriate to use one multiunit auction that groups the retailer’s desired VLT quantity for auction.  There are two simple ways in which this can work.  The retailers can submit bids which correspond to the desired amount of machines or the state can bundle VLTs into an ascending package (2, 3, 4…) in which retailers bid on depending on which package they feel is appropriate.


After receiving the sealed bids, the sellers must next consider what type of pricing format to use in a multiunit auction.  There are many formats available, but we think for simplicity it is best to observe uniform and non-uniform pricing.  Uniform pricing auctions evolve selling units at a “market clearing” price.  A market clearing price can be looked at as either the highest losing bid or the lowest winning bid; either way it is a price that is generally accepted by all winning bidders.  This implies that instead of being charged their actual bid the retailers are paying a lower market clearing price.  Because retailers are aware of this policy ahead of time, it gives them an incentive to bid closer to their actual cost, in order to remain competitive and land themselves a spot in the top bidders who ultimately receive the machines.  Opposite to this are non-uniform or discriminatory auctions.  Unlike uniform, these auctions charge exactly what each buyer bids.  This is a familiar form of price discrimination because each bidder’s price is dependant on exactly what they bid.  For the Oregon lottery’s purposes, it is best not to conduct non-uniform pricing in this sense because it actually reduces the retailers’ incentive to accurately bid their cost function.  Under this format, retailers realize that if they win the auction they must pay exactly the amount they bid, so it is in their best interest to bid as low as possible while competing for machines.  As we have been discussing, it is crucial for Oregon to design an auction where the retailers’ cost function is revealed as accurately as possible and therefore we believe its best to conduct a uniform pricing strategy when running a multiunit auction.

Reserve Pricing


Items in sealed bid-auctions are not sold unless the reserve price is met.  This should be a crucial feature of an auction designed by the Oregon lottery.  A reserve price in this instance must incorporate the state's projected (expected) revenues from VLT machines and the inverse commission percentage, which reflects the marginal costs of production and operation.  Since the lottery has extensive data on past profits and analysis on projected revenues, as they are a vital part of various state funded programs, a reserve that illustrates the states minimum bid acceptance should be fairly easy to accommodate.  What will not be part of this reserve price are the various externalities enjoyed by the retailers for having machines in their establishments.  This includes drinks and food consumed by the VLT players that would not visit the retailer’s establishment if it weren’t for the existence of machines.  In short, the reserve price’s main function is to provide a minimum acceptance price the retailers must bid in order to receive a VLT.  This reserve provides a profit in accordance to at least what the state deems acceptable.  Bidders involved in this sealed-bid auction must bid at least the reserve price and therefore cannot underbid to avoid revealing their demand information.


It is evident that a sealed bid-auction is best suited for our purposes in conducting a price discriminating auction.  It is now important that we take time to mention how we believe this auction should be set up, in order to maximize the revenue generated by the state.  Using the two-part tariff pricing theory will developed in the previous section, we believe the retailers should be bidding over the licensing or association fee for owning and operating these machines.  As also seen in the above theory, commission rates should be set at a maximum in order to give the retailers incentive to bid as high as possible for this fee.  A reserve price should be set in place that insures the state receives profits equal to or in excess of what they have historically produced.  To insure price discrimination, one auction should be held for each respective county.  An appropriate reserve price for each county should also be established.  Urbanized counties should have a higher price than more rural ones because their willingness to is higher.  This also allows retailers that face the same consumer demand structure to compete with each other, rather than a rural hometown pub facing a trendy Portland nightclub in an auction.  The state should also restrict the amount of machines by county to continue to induce a competitive environment.  Obviously, more machines we be needed for our urban counties and less as much for our rural ones.  As we have yet to explain, this auction should be held annually or biannually as a form of contract renewal.  Every year the state should reevaluate the competitive environment the auction structure is encouraging.  This involves establishing an optimal quantity of machines the state has in use and the reserve prices that exist in each county.


There is no easy way to find the optimal number of VLTs for the state and each one of its counties.  However, we have illustrated that this number should be restricted to an amount that encourages competition and allows the state to charge an optimal price.  What we suggest here is that after the state runs the auction, it will have much better information about what the optimal number of units is.  Admittedly, one auction period may not be enough.  But gradually the state will be able to adjust the number of machines to get the monopolist quantity.  Furthermore, because each retailer reports his individual cost function, the accuracy of information received from a sealed bid-auction is far superior to the cost based methods of derivation we saw previously by ECONorthwest and the state audits.


If effective price discrimination is available on the other hand, this becomes less of an issue.  Under perfect price discrimination, the state can charge exactly what each retailer’s maximum bid is.  There becomes less of a need to limit the quantity of VLTs because each bidder is already being charged for their entire consumer surplus.  Under this case, the state would find it optimal to have as many machines as the market will bear.  However, perfect price discrimination is not likely and the state will need to use retailer information obtained from the auction to find the optimal quantity in each market.


The proposed auction has one major set back.  Because retailers are receiving a very high commission rate, they are bidding over a very expensive or high licensing fee.  This large up front fee could prove to be very burdensome to some retailers that are uncertain of their profitability and furthermore increases the potential risk for all retailers.  In essence, each retailer would now have the responsibility to make back the large fee paid out to the state in the form of VLT sales.  This is made much easier of course with a high commission rate, but this rate does not ensure the sales will be available.


One way to elevate some of this risk has already been proposed.  This is in the form of holding annual or biannual auctions.  If the year after the auction proves to be in the slump of a business cycle or increased competition hampers a retailer’s projected VLT profits, he has the option of not participating in next year’s auction.  His losses can be consolidated much easier in a short time span than when locked into a lengthy contract.  As touched on earlier, this will also help the state to evaluate the auction’s current situation.


Another alternative to help retailers deal with the risk of this auction comes in a form of financing individual paying plans.  If retailers’ find themselves in a negative position at the end of the year and believe they are unable to afford their bid, they could negotiate with the state in a means of refinancing their debt.  What this would entail is setting up a plan where the debt is actually lowered, but the commission received by the retailer is lowered in accordance as well.  This procedure would be conducted in a way that still transfers the retailer’s entire surplus to the state, but allows the retailer out of debt more efficiently.  What is important to point out however is that the state is not taking the retailers risk upon itself.  This auction system is indeed more risky for retailers, but on the same token retailers could end up making much more than currently achieved, due to a sharp increase in their commission.  In closing, it is the retailers’ primary responsibility to finance their own debt incurred by this auction, but the Oregon lottery will try to elevate some of the risk through its initial design.
West Virginia Lottery:

Oregon would not be the first state to attempt to distribute video poker machines through an auction system, if they decided to adopt our recommendation.  The West Virginia Lottery is currently using an auction system to distribute their video lottery machines.  Limited Video Lottery machines are very similar to the Video Lottery Terminals in Oregon.  West Virginia’s terminals are video slot machines which are like the line games in Oregon.  West Virginia provides an excellent example for our auction system because of the detail and the obvious care that went into designing and implementing their auction.  In this section we report on the details of the WVA lottery, with particular attention to aspects which Oregon might want to copy.

The WVA system is similar to the two part tariff mentioned in the theory section of this paper.  What follows is a summary of the restrictions, auction format, and revenue distributions from the Limited Video Lottery Act, passed in 1999.  


The Act limited the number of terminals to 9,000, which were to be distributed in intermittent auctions.  The number of machines auctioned off at one time ranged from 361 to 489(“Video Line” newsletter).  All 9,000 machines had been awarded by February of 2005.  The Act explicitly spells out the qualifications and limitations for a retailer’s license.  A retailer must meet certain qualifications before it can take part in the auction.  An applicant has to furnish “financial data and documents, certifications, consents, waivers, individual history forms and other materials requested by the lottery commission for purposes of determining qualifications for a license.”  The applicant must hold a valid license for a private club and/or Class A license to operate a business where nonintoxicating beer is sold for consumption on the premises.
  Both types of establishments are considered to be “restricted access adult-only facilities.”  These businesses also have to meet sales requirements of nonintoxicating beer.  The business must derive at least 40% of its annual gross receipts from sales of nonintoxicating beer and 80% of those sales have to come from the consumption of the beer on premises.  This is a way to keep the machines out of restaurants.  It also insures that the machines will be in establishments where there is a higher customer volume.  A higher volume of customers means more people will be in contact with the video poker machines.  These exclusionary requirements for licenses do not make sense for Oregon.  Oregon wants as many machines in as many establishments as possible.  The more businesses that house the video lottery translates into more license fees that have to be paid to the state.  If awarded a license, a yearly fee of $500 must be paid for the license.  A retailer must then acquire a permit to own or lease video lottery terminals.  This acquisition is done through an auction.

Not all businesses need to acquire a permit through bidding.  Some are “grandfathered” in by having a valid license for a private club and/or Class A license to operate a business where nonintoxicating beer is sold for consumption on the premises prior to January 2001.  If those aforementioned establishments applied for a license prior to August 1, 2001, they could receive terminals without bidding.  After license approval they receive permits for the video terminals.  They can reserve no more than two terminals unless it is a fraternal beneficiary society exempt from federal income tax, a domestic fraternal society, (like the Elks Club), exempt from federal income tax, or a veterans’ organization exempt from federal income tax, which can reserve no more than seven machines.  

The “grandfathering” of businesses buys political approval for the process from existing interests groups.  Businesses that don’t have to go through the rigorous process of getting a terminal will support the program because they are guaranteed to receive terminals.  A similar process can be used to bridge the gap between pre existing VLT owners and the auction process in Oregon.  It will guarantee access to at least some new video poker machines.  If everyone had to start with the auction process, it might alienate some businesses who have terminals before the auction process is started.  

A license application received after August 1, 2001 has to enter the bidding process for permits.  Each bid for a permit must contain the number terminals and the price for each terminal.  The lottery commission sets the minimum or reserve bid for each terminal, which has ranged from $2,000 to $3,500.  The lottery commission also reserves the right to do the auction over if it feels the bids are not at sufficient level.  This is a common device to prevent “bidding” circles or collusion, as we discuss in the theory section above. In order for a bid to be considered, it has to be accompanied by a bond.  The bond guarantees the payment of “one hundred percent of the price bid for the permit sought by the bidder.”  The people submitting the highest per terminal bids shall be awarded the permit.  A person can not own or lease more than 7.5% of the total Limited Video Lottery machines(9,000).  Businesses can house no more than five machines and fraternal organizations can not have more than ten.  There are limits on the number of machines, because West Virginia is preventing a monopoly from occurring.  We want this in Oregon because not as much revenue can be extracted through license fees from the retailers if only a few establishments house the majority of the video poker machines.  A business can not have more than five terminals on its premises unless it unless it is a fraternal beneficiary society exempt from federal income tax, a domestic fraternal society exempt from federal income tax, or a veterans’ organization exempt from federal income tax, which can not have more than ten terminals on its premises.  A business has to pay an annual fee of $1,000 per terminal.  The permit is good for ten years or until the expiration date of June 30, 2011, when there’s a new auction.  The current permit holders will receive preference for seeking permits in July of 2011 by “adding 5% of the bid price submitted by the current permit holder to the amount of the bid submitted by that holder.”  The auction and fees associated with it can be considered the first part of the two part tariff.  (Implement this proposal gradually as in West Virginia)

The second part of the two part tariff comes from the distribution of revenues for the Limited Video Lottery terminals.  The gross terminal income from all operating video lottery terminals of a permit holder shall be calculated periodically by the commission.  The permittee has to keep an amount equal to or greater than the lottery commission’s share of the gross terminal income from its operation of video lottery machines in order to make an electronic transfer to the state.  The lottery’s share of gross terminal income is 2% which covers the lottery’s costs and modest part of it goes towards the compulsive gambling treatment fund.  After the 2% is deducted, the rest is considered gross profits.  The lottery’s share of gross profits is as follows: 
· 30% if aggregate average gross terminal income per day for the operating video lottery terminals does not exceed $60

· 34% if aggregate average gross terminal income per day is between $60 and $80

· 38% if aggregate average gross terminal income per day is between $80 and $100

· 42% if aggregate average gross terminal income per day is between $100 and $120

· 46% if aggregate average gross terminal income per day is between $120 and $140

· 50% if aggregate average gross terminal income per day exceeds $140.

This amount is known as terminal income.  A county receives 2% of terminal income generated in the county.  The rest shall go into state excess lottery revenue fund.  The percentage the businesses get to keep decreases as sales go up.  This creates a smaller incentive to sell more.  The state is not going to extract as much surplus from the businesses.  In Oregon, we can construct the auction so that the high incentive to sell still exists.  The state of West Virginia extracts money from the Limited Video Lottery terminals through the auction and through the rates that have to be paid to the state from the gross terminal income.

Oregon can learn a lot from the WVA auction of LVLs.  There are certain characteristics of the WVA auction that we liked and feel would fit nicely with the Oregon auction.  They used a seal bid auction, which is good because this type of auction will prevent collusion and promote competition in our auction.  WVA limited the number of  machines to 9,000.  Assuming this is not an arbitrary number, limiting the overall quantity creates a more competitive auction because retailers know there are a certain amount of machines available and will have to bid higher to get one.  WVA also limited the quantity of machines per establishment.  This prevents a monopoly form occurring.  With a monopoly, not as much revenue can be extracted through license fees from retailers if only one or a few retailers house the majority of the video poker machines.  We want to promote a more even distribution.  


There are characteristics of the WVA auction that we feel would not fit well with our auction.  The beer sales requirement for establishments that are needed to be involved in the WVA auction limits the amount of bidders.  We want as many bidders as possible to make the auction more competitive.  They use a non uniform price bidding.  This creates an incentive to bid lower because the bidder actually pays what they bid.  We want bidders to bid high in order for the sate to extract as much revenue as possible.  The permits are good for ten years in WVA.  This is a bad idea to have licenses/permits to last that long because if the economy were to take a “nose dive”, the retailers would incur a lot of debt.  This increases the risk for the retailers and will probably prevent some from even joining the auction.  The way the WVA commission structure is set up, we feel, is backwards.  The higher the volume of sales, the lower the commission rate is for retailers.  This decreases the incentive to promote the machines, which translates into less revenue for the state.  We want an incentive to promote the VLTs which will increase sales and revenue for the state.  The last aspect of the WVA auction we did not like is that there is no price discrimination.  The biggest establishments are competing with the small ones.  The machines will end up in a concentrated area.  We want the money from the rural areas too; not just from the Portland and the I-5 corridor regions.  Oregon is also providing a service to the people.  We want gamblers to have access to the VLTS in all regions.

Oregon is not unfamiliar in using auctions.  It is currently using an auction for surplus, seized and recovered personal property.  An outside company, Ebay, is running the auctions for them.  Another example of the state using auctions is for the Oregon Department of Transportation(ODOT).  They use a bidding process for construction and landscaping projects.  The bidders can submit a lump sum bid, or a unit price bid, or a combination of both.  The winning bids are “awarded to the Responsible Bidder
 submitting the lowest Responsive Bid
”(OAR division 7).
The Oregon Lottery can learn from the ODOT.  Their requirements to be considered and to be a part of the auction are intricate.  These requirements help keep the state in control of who can be a part of the process.  This is done through the Responsible Offeror and the Responsive Offer.  The state is capable of constructing, implementing, and utilizing a complex auction process.  There is no reason to believe that Oregon can not do the same for an auction of the VLTs.  
Politicial Environment:


The VLT in Oregon is not a pure economic issue.  Unfortunately the reality is that there are political undertones with them.  For example, the ODOT does not let the legislature decide the price when it is going to buy asphalt.  It lets the market decide the price of asphalt.  

Legislature is deciding what happens to the VLTs.  According to followthemoney.org, in 2004 the Oregon Restaurant Asscociation made $165,760 in political contributions and the Oregon Education Association made a total of $387,214 in contributions. In addition, both these groups spent many hours testifying before legislative committees about the proper commission rate. While we have no evidence that these expenditures influenced behavior, we think there’s no reason for the legislature.  With our auction proposal, the commission rate debate is eliminated.  The state and retailers will have a new relationship.  The retailers cost information will become public and the state and retailers will become partners.
Transition Period:

If the state decided to adopt the auction, it would need to figure out how to implement it.  There are two choices for implementation: immediate or gradual.  Collecting all 8,000 plus VLTs and holding an auction is not realistic.  Retailers would  not be happy about this and would not be in favor of this idea.  We need to design a system that does not cost current retailers too much.  Gradual implementation is the more favorable transition.  One way to do this is to phase out the VLTs based on their distribution dates.  Once a machine is phased out it can be entered into the auction pool.  Retailers will probably be against this idea because the establishments that have had them the longest will lose them first.  Another gradual way of implementation is similar to WVA’s “grandfathering”.  Oregon could “grandfather” current retailers into the auction by allowing them to keep the current commission structure for a few years.  Only the new retailers would be subject to the auction.  After a few years the “grandfathering” would end.  This way helps to gain the support of the old retailers because of the price advantage they would have over the new retailers 
Conclusion:


In conclusion, in order for the state to maximize the revenue generated from the lottery it must extract the retailers’ entire consumer surplus.  We have investigated several ways of conducting this through price discrimination and ultimately an efficient auction design.  Theoretically, this is possible, but the state faces a strong political environment it cannot simple ignore.  What is realistic then, is to setup an efficient auction system that expands consumer surplus, but allows retailers a surplus that is equal to their surplus under the current commission structure.  We have produced studies within this report that suggest this surplus may be too high, but in retrospect many other documents that support retailers have claimed just the opposite is true.  Our standpoint is not meant to be biased; we are simply trying to appease how Oregon voters have voted to run the lottery.  If the proposed auction is performed we will be able to infer which of these sides has justification for complaint.  Our hope for the future of this debate is that a common ground can be reached between both the state and those businesses who are partnered with it.
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� Non-intoxicating beer is limited to 3.2% alcohol content, Professor Harbaugh reports from personal experience.


� Responsible Offeror (also, Responsible Bidder or Responsible Proposer, as applicable): Is an Entity that has submitted an Offer and meets the standards set forth in OAR 731-005-0670(1)(c)(H) and that has not been disqualified by ODOT under OAR 731-005-0710.


� Responsive Offer (also, Responsive Bid or Responsive Proposal, as applicable): An Offer that substantially complies with applicable solicitation procedures and requirements and the Solicitation Document.





�No explicit quote saying this


�It’s better to introduce these quotes., as I’ve done here.  Where is this quote from????????





� Oregon state law prohibits any “[other] lotteries and the sale of lottery tickets, for any purpose whatever…” making Oregon and its lottery commission the sole provider(s) of lottery services in the state.  Furthermore, under ORS 461.200, “The Oregon State Lottery shall be initiated and shall continue to be operated so as to produce the maximum amount of net revenue to benefit [and] to responsibly fulfill the public.”  �


� This example was based on Norman’s hypothetical situation in of best response when selling cars to multiple buyers with varying marginal benefits on page 108.





�This discussion of multiunit auction theory is based upon Vijay’s layout in chapter 12. 
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