10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

May 20, 1998 N.G1.S.C. Chicago Meeting 1/1

MR RI CARDO GAZEL, ECONOM ST, FEDERAL RESERVE BAK OF KANSAS CI TY,
MOSOURI

CHAl RMAN JAMES: M. Gazel.

MR. GAZEL: Thank you very nmuch for inviting nme here
today to discuss the economcs of commercial casino ganbling in
general and the economcs of riverboat ganbling in particular.
Let me just say that the views expressed here are solely m ne and
do not necessarily reflect the views of the Federal Reserve Bank
of Kansas City, of the Federal Reserve system | am the only
foreigner and | apologize if you don't understand ny accent.
It's nuch better now Up to six nonths ago | had braces and had
this funny Brazilian accent.

| have no problens with casino ganbling. "' m not
against it; I"'mnot in favor of it. M only intention is to |ook
at the econom cs of casino ganbling. Most of ny comments here
are based on studies | did for the state of Illinois in 1995.

It's ny opinion that the pace of the spread of
ganbling in the U'S. has not been acconpanied by conparable
levels of studies dealing with the consequences of such an
expansi on. There is a lack of conprehensive evaluation of the
econom c inpact of ganbling activities in the US., while there
are many reports on the inpact of casino ganbling at the |oca
and state |evels. However, the mpjority of these reports were
comm ssioned by the ganbling industry and nost of them focus
exclusively on the positive inpact of casino ganbling and
conpletely ignore or mnimze the negative inpact also associ ated
wi th casi no ganbli ng.
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The Commission's work is a superb opportunity to
i nprove our understanding of such an inportant industry and its
econom ¢ and social inpacts on the United States. Once again |
t hank you for the opportunity of sharing some of ny thoughts and
sone results of ny research in this area.

My remarks today address the nmmjor aspects of an
econom c inpact analysis of casino ganbling at the state and

| ocal levels, which are usually neglected in the literature. I

will, however, limt ny remarks to the nonetary inpact of casino
ganbling on the local and state econom es. In the question and
answer part, | wll talk nore about other aspects of |egalized
ganbling, such as regressive taxes, incone redistribution,
conpul sive ganbling, etcetera. In other words, the question |
will address is what's the likelihood of a casino having a

positive econom c inpact on the |ocal econony.

The answer depends on many factors and their
resulting inpacts on the positive and negative sides of the
equation. On the positive side, after accounting for differences
in casino size, differences anong casino expenditures are likely
to be relatively small for expenditures such as wages and
salaries, wutilities, insurance, new construction, nmaintenance,
etcetera. Large differences across jurisdictions are nore |likely
for expenditures such as purchases of goods and services from
| ocal suppliers.

Larger local economes are nore likely than smaller
economes to supply larger shares of goods and services to a
| ocal casino. State and local taxes also vary substantially
across jurisdictions, and they can make a large difference on the
econom ¢ inpact of casino ganbling across regions. Commrer ci al
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casinos face different ganbling tax rates in each jurisdiction
from as low as Nevada's average eight percent to as high as
II'linois" 20 percent.

The share of profits which stays locally is one of
the nost, if not the nost inportant itemon the [ist of positive
i npacts of a casino on a |ocal econony. Profit as a share of
gromh revenues varies substantially across jurisdictions.
Casi nos facing substantial conpetition experience |ower rates of
profits than casinos operating as nonopolies or oligopolies.
Casinos in |Illinois, for exanple, experience little to no
conpetition within their market boundaries and as a result, npst
of them have experienced very high profit rates. The situation
has changed sonewhat for sonme of them since have opened in
| ndi ana.

Monopoly or oligopoly market structures resulting in
above normal profit rates, in economc termnology, positive
economc profits or positive economc rents, affect the | ocal
econony in a very different way than in a conpetitive market with
normal profit rates. For exanple, profit rates before corporate
t axes above 30 percent of gross revenues, even higher for sone
casinos, represent in general a nmuch higher share of total
revenues than do expenditures on wages and salaries. |[If a large
share of profits is reinvested locally or distributed to |oca
shar ehol ders, nost of the incone stay in the |ocal econony, the
positive inpact can be |arge; otherw se, the positive inpact wll
be small. In summary, if profits represent a |arge share of
total revenues and nost of these profits |eaves the |1oca
econony, the direct positive inpact of the casino is likely to be
smal |
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Corporations located in Nevada and New Jersey own
nost of the casinos in new ganbling jurisdictions in the US.
Additionally, many new ganbling jurisdictions have adopted a
nmonopoly or oligopoly market structure. The result of such a
structure is that in nost of the new ganbling jurisdictions, the
positive nonetary inpact of casinos is relatively snmall conpared
to gross casino revenues. Mre conpetitive jurisdictions such as
Las Vegas, Atlantic City and Southern M ssissippi are nore likely
to experience higher rates of positive inpact to gross revenues.

The inpact of expenditures of non-local visitors on
non- casi no busi nesses, another potentially inportant item on the
positive inpacts of a casino, is likely to be small if the casino
targets basically the |local market and day-trippers from adjacent
ar eas. Most of the new jurisdictions have failed to attract a
substanti al nunber of tourists to their | ocal ar eas.
Additionally very often casinos offer subsidized food and
beverages below cost of production, reducing or elimnating
conpetition. Monopoly and oligopoly market structures are |ikely
to result in a low ratio of non-local to total casino ganblers.
In other words, if casinos can be profitable catering only to the
|l ocal market, there is no incentive to increase spending in
attracting non-local tourists. In the absence of sufficiently
| arge local markets, casinos, in order to survive, must expand
their markets beyond |ocal boundaries. QG her things equal, a
|l ocal market is likely to be |large enough for a casino operating
alone than if there is a concentration of casinos in the area.

On the negative side, the so called cannibalization
effect due to local ganblers and non-casino visitors, although
controversial, is inportant in neasuring the economc inpact of
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casino ganmbling in a local econony. The casino industry in
general has argued that there is no evidence of reduced
expendi tures on other businesses due to increased expenditures on
casi no ganbling. To prove this point, the industry shows
expenditure growh in both casinos and other entertainnent and
ot her consunption itens. However, expenditure growth has been
substantially higher in the casino industry than growth in other
consunption itenms and nost inportant, growth in personal incone.

There is no doubt that sonme expenditure shift occurs
when a casino starts operation in a specific area. The m cro-
econom ¢ argunent that consunmers know best how to allocate their
dollars as sone nerit in the case of a casino. For occasi ona
ganblers, the shift of expenditures from an previous consunption
item toward ganbling is not different than if they had shifted
their preference from novie going to dinner in a restaurant.
However, for a problem or conpul sive ganbler the decision is not
rational and the inplications of their ganbling activity are
severe. But independent of the consuner sovereignty arny, there
is a shift in expenditures and sonme established businesses are
likely to lose with the presence of the casino.

In a strict nonetary sense, a shift of expenditures
from one activity to another does not represent new incone for
the | ocal econony. Since expenditures by local ganblers were
accounted for in the positive side, they should also appear in
t he negative side. However, in the absence of a |ocal casino,
sone | ocal residents would travel to ganble in other
jurisdictions and their expenditures would be lost for the | ocal
econony. Yet, these local ganblers are likely to visit a casino
outside the local area less often than they would visit a |oca
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casi no. Thus, adjustnents can be made and should be nmade to
estimate the share of their current expenditures in the | ocal
casino that would have |eaked from the local econony in the
absence of ganbling locally. The above discussion applies to al
types of expenditures by local residents within the casino.

The size of the cannibalization effect due to non-
casino visitors depends on the share of non-casino to total
visitors. Expenditures within the casino by non-casino visitors,
those who would have conme to visit the local area w thout the
presence of the casino, but they ganble when the casino is there,
are included in the positive side. The part of those
expenditures that represents a decrease of demand for non-casino
busi nesses, shift of expenditure pattern from non-casino toward
casino activities, represent a loss of inconme for the | ocal
econony and should be included in the negative side as well.
However, there will be no negative effects if a casino visitor
keeps the same level of expenditures in non-casino businesses
before and after the casino opens and additionally he and she
ganbles in the casino as well. There is, however, evidence that
this is not the average behavior and that sone expenditure shifts
occur when casinos open in a specific area.

The additional public sector expenditures, if any,
due to the presence of the casino should be included in the
negative side as the counterpart of taxes revenues generated by
the casino included in the positive side. Such expenditures
include costs with casino regulations and supervision by gam ng
boards or other institutions, new roads, additional police force
and fire fighters, anong others.
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Negative externalities are generally omtted in the
majority economc inpact studies of casinos in the literature
Most economc activity results in some type of negative
externalities, costs borne by everybody regardless of whether
they are involved in that activity. For exanple, a convenience
store brings additional traffic congestion and noise to a
particul ar area. Even those who do not patronize that store bear
t hose negative costs.

There are two main negative externalities associated
wth a casino in a new jurisdiction, higher crine rates and
probl em ganbling. Hi gher crine rates and their associated costs
represent a controversial item in the literature and in the
public policy in general. Sone people argue that wusing crine
rate based on popul ation nunber to investigate the relationship
bet ween casino ganbling and crine is m sleading since crine rates
do not take into account the |arge nunber of tourists visiting
ganbling jurisdictions and in reality, overestimte crine rates.
However, other studies show that independent of the tourist
popul ation effect or accounting for that, there is evidence of a
relationship between certain types of «crines and ganbling
activity.

My own research with Professor Thonpson and Prof essor
Ri ckman using crime rate data for each of Wsconsin's 72 counties
for 14 vyears found a statistically significant relationship
bet ween casino ganbling and crine rates for different types of
crimes. Qur results suggest that the presence of casinos in a
county or the presence of casinos in two adjacent counties
explains a major crime rate increase of 6.7 percent beyond what
ot herwi se would be experienced in the absence of a casino. I

NEAL R. GROSS

COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.

(DN 2AN_NNA2 \WWAQHINCTAN N 20NNR_27N01 waAnAr naalrarnee fnm



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

May 20, 1998 N.G1.S.C. Chicago Meeting 1r8

need to say here that sone studies on crine just |ook at changes
in crime rates. W know that crinme rates are going down in the
country as a whole, so we accounted for that. It's not if a
crime rate is going dowmn in one specific county with a casino

but how that crime rate would have been in the absence of the
casi no. So we used sone econonmc techniques to neasure that.
Fri edman, Haki m and Weinblatt in a paper from 1989, investigated
crime spillover from Atlantic Cty to other localities in the
region, concluding that the statistical results suggest that
casinos mght have brought significantly nore crine than the
popul ation increase warranted.

The | ower opportunity costs for crimnal activities
are nost likely the main reason for the increase in crine rates
associated with casino ganbling. Large agglonerations of people
carrying cash and in a less alert nmpbod nmake it easier for
crimnals to act and reduce their relative chances of getting
caught.

The second and maybe the nobst inportant negative
externality deals with the problens of additional problem and
conpul sive ganblers. There is plenty of evidence that incidence
rates of problem and conpul sive ganbling increases as ganbling
beconmes available in a convenient way. | ndependent of the
reasons why sone people experience ganbling problens, there are
costs associated with that. Thank you.

CHAI RVAN JAMES: Thank you, M. Gazel.
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