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PREFTACE

Thif-; book explores the legal and economic environment of casino gambling
in the United States. The authors draw upon their respective backgrounds to
offer important (and often interrelated) insights to those wrestling with the
policy dilemmas presented by legalized gambling, Rather than providing a
polemic against gambling or an apology for it, this book is designed to pro-
vide an analysis of the industry to allow policymakers and interested citizens
to make informed and thoughtful choices. By evaluating what is known—as
well as the limits of that knowledge—this book casts additional light on the
costs and benefits of legalized casino gambling and the policy decisions affect-
ing its regulation.

After a brief examination of the historical roots of casino Gambling in

&
chapter 1, chapter 2 explores the growth of casino gambling generally, in-
cluding both commercial and tribal casinos. Casino ownership has become
a corporate enterprise, and this chapter also explores the major players in
this industry and marketplace perceptions of its future prospects.

Casino gambling is often touted for its ability to create jobs, to generate
tax revenues, and to encourage economic growth. As in other contexts, vis-
ible effects from investment and legal changes are often accompanied by in-
visible ones, which can be difficult to measure and evaluate. These benefits
and costs are the subject of chapters 3 through 5. Chapters 3 and 4 examine
the benefits claimed from casinos, focusing particularly on taxes and eco-
nomic development. The conclusions are surprising, For example, casinos
appear to create jobs but not growth in personal income. While casinos pro-
vide new sources for tax collections, their impact on tax relief is dubious.

Cha.pter 5 explores problem Oambhng and surveys signiﬁcant research

g
into social costs associated with gambiing. It is critical of the industry’s
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approach toward social costs, which exploits the limits on social science re-
search methods and the complex causes of human social problems. Although
there is still much to be learned, available research suggests that these costs
are significant counterweights to the putative benefits of the industry

a
risk that policymakers have been willing to ignore for the purpose of polit-
ical gain from expanded casino gambling,

Chapters 6 through 11 explore the regulatory environment in which casi-
nos operate, including the respective roles of state, federal, and tribal govern-
ments in designing and enforcing gambling laws. Gambling regulation has
generally been left to the states, though federal influence is also evident, par-
ticularly in matters involving Native American tribes and those touching
upon constitutional issues. This regulatory structure is not without its prob-
lems: interstate competition affects both the economics of gambling as well
as its impact on citizens. States have generally used their preeminent regula-
tory position to foster a partnership with the industry that enhances industry
profits and government revenues, paying little attention to efforts to curtail
the effects of problem gambling. Early efforts toward adopting limits or con-
straints in some states have largely been abandoned in favor of industry-
friendly rules.

Challenges to state sovereignty come from technology and the market
forces of international competition. Chapter 10 explores the challenges pre-
sented by the Internet, including an analysis of recent World Trade Organi-
zation proceedings affecting the impact of international trade agreements on
the continued viability of federal and state laws governing gambling, Tribal
gaming also presents a potential challenge to state sovereignty that the fed-
eral government has encouraged and protected, and these issues are ex-
plored in chapter 11.

Chapter 12 concludes with an examination of liability issues affecting the
future of the gaming industry, including lawsuits from victims of problem
gambling behaviors and their potential impact on government approaches to
regulation. Earlier approaches to regulation, which helped to foster the
growth of this industry, may now need to be changed to address the real
problem of social costs. This chapter outlines an innovative proposal involv-
ing individual licensing as a means to balance the liberty interests of individ-

uals against the social costs generated from prob}em gambling behavior.
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1. A Brief History of Gambling in America,

Gambiing has a long and ambivalent track record. At various points in his-
tory, gambling has been despised and criminalized, tolerated, and em-
braced—often at the same time. An appreciation of the historical develop-
ment of social attitudes and government policies toward gambling is a
helpful beginning point in understanding the current state of affairs with

regard to casino gambling. Despite government efforts to stamp it out,

g
gambling remains a persistent part of the human experience. History shows
us that what cannot be defeated is often assimilated. This is the case with

gamblin g in America.
FARLY ENGLISH HISTORY

English common law, which was influential in the formation of laws pertain-
ing to gambling in the United States, reflects the deep historical roots of
gambling as a leisure activity. The common law, which reflects customary
practices, did not proscribe gambling per se.! Early statutes affecting gam-
bling practices were aimed at perceived collateral effects of gambling, some
of which seem curious by current standards. For example, an English statute
in 1388 directed men subject to military service to abandon their pursuit of
games, including tennis, football, and dice, based on the concern that such
activities detracted from their military preparedness.z Similar concerns that
men were gambling instead of practicing their archery skills provided the
basis in 1541 for additional statutes prohibiting games, including cards and
dice.? Significantly, these statutes did not outlaw gaming altogether, as
games played at home during Christmastime were expressly allowed. Public
gaming, on the other hand, was often thought to result in a breach of the

peace 1'65111ting in an assorted list of crimes.*
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Despite attempts to constrain gamblmg hehavior th'rough legal proscrip-

tions, commoners and nobility alike retained their affection for gambling.s
The ascension of the Stuarts to the throne in 1603 signaled an era of expan-
sive gambling practices in both private and public forums. Gambling had be-
come “a national pastime” that respectable persons found difficult to avoid in
ordinary social intercourse.® However, the proliferation of gambling among
the aristocrats raised concerns about adverse effects on the social structure
through the loss of family estates through high-stakes Wagering.7 These con-
cerns prompted statutory reforms in 1664 and later in 1710 that were aimed
at regulating gambling rather than absolutely prohibiting it.® For example,
notes and other security agreements given in payment of gambling debts
were declared void; losers of sums over ten pounds could sue to recover their
losses within three months, and if they failed to do so a third party could sue
for treble damages.g However, these statutes retained a royal privilege for
gambling within the royal palaces during the residence of the Queen. !

The disparate treatment of the royals and their subjects exposed the ab-
sence of an articulated moral foundation for prohibition apart from instru-
mental goals in preserving public order. The propriety of that public order
was also drawn into question. Some argued that gambling put the rights of
Englishmen at risk by jeopardizing the estates of the aristocracy, who were
thought to be a bulwark against the excesses of the Crown. " Others looked
at the propensity for gambling to circulate property as having positive ef-
fects on the social order, as it allowed for the redistribution of wealth.?
Risk-taking behavior in military officers was also thought to have a salutary
effect on their ability to lead.!?

As the industrial and mercantile economy continued to grow, economic
considerations grew to have a significant role in setting the parameters for
gambling behavior. Government policy that would emerge across the sea in
the American colonies would be influenced primarily by these considera-
tions, though the religious worldviews of the carly founders also had some

effects in shaping social and ultimately government views about gambling.
GAMBLING IN COLONIAL AMERICA

Fconomics p}ayed a pivotal role in f:arly prohibitions against gaming in the
New World. Just as their English counterparts needed militia with strong

archery skills, the American colonists needed productive citizens to with-
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stand the rigors and hardship of early colonization efforts. Assuming that gam-
bling undermined the colonists” work ethic, some of the colonies sought to
limit gambling through legal measures. During its first year of existence, the
Massachusetts Bay Colony outlawed dice, cards, and other games thought to
induce the colonists toward idle or unprofitable use of time.'" In fact, carly
statutes in both Massachusetts and Connecticut even went so far as to pro-
scribe idleness as a punishable offense. 1

Though such provisions now seem quite odd in a society where leisure is
an important value—perhaps even rising to the level of a human right—the
struggles of the times arguably may have demanded it. Difficult winters, dis-
cases, and other travails presented a battle for survival.'® Those who failed to
engage in productive activities drained the resources of the larger group,
which had little margin to maintain a safety net for those who could work but
chose not to work. Of course, this public position abated as economic pros-
perity was achieved. For example, a Massachusetts statute in 1737 officially
recognized an appropriate role for moderate pursuit of social games (though
not gambling) in a manner consistent with a pursuit of other gainful activity:
“All lawful games and exercise should not be otherwise used than as innocent
and moderate recreations, and not as trades or callings, to gain a living or
make unlawful advantage ‘(ﬂhereby.”w

It should be noted that not all of the American colonies had similar ap-
proaches toward idleness. In New York, which was initially settled by the
Dutch, gambling was (:7ornm()np1ace.18 The arrival of English rule in 1660
apparently had only modest effects on gambling, as it was not until 1741 that
the first antigambling statute was enacted. Like many other statutes of this
kind, it was enacted in response to the nc‘ga.tive consequences of frequent
public gambling, ' Similar laws arose in other states, which focused not only
on disorderly conduct associated with gambling houses but also on the neg-
ative effects on family welfare from gambling losses and the perceived cor-
ruption of y()u‘th.zo

The southern colonies were also more tolerant toward gambling, and
some commentators attribute this to the influence of the landed aristocracy,
who emphasized and valued the pursuit of pleasure, as compared to the
New England farmers’ emphasis upon the importance of hard work in eco-
nomic prosperi%ty.21 Gambling among plantation owners was thought to be

common, and it suited their pursuit of a carefree lifestyle detached from the
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rigors of daily farmwork.?? Even in Virginia, which took a more restrictive
approach toward gambling than other southern colonies, public gambling
was outlawed but gambling in private homes was permitted. As one com-
mentator suggested, this legislation “did not really strike a blow at the way
of life of the tidewater aristocrats; if anything, prohibitions of public gam-
bling struck at the pleasures of the poor, who, unlike the rich, did not have
the space in their own houses for large-scale a@;anl‘ing.”23

Lotteries were also common. Their utility as fund-raising devices in sup-
port of public works and charitable pursuits allowed lotteries to flourish
during early colonial ;:’)e]riod,sz.24 Lotteries helped to finance projects at uni-
versities, including Harvard, Yale, and Princeton, as well as public works
projects such as roads, schools, and river transportation. Even churches

were built through lottery ﬁnancing.25

THE EARLY REPUBLIC

As the nation emerged from the Revolutionary War, legislators in the North-
east continued to be hostile to gambling as a commercial or professional ac-
tivity.z(’ Public gambling and professional gamblers were the primary targets
of antigambling Jlaws.”” Private game playing that did not involve wagering
was allowed, but these activities occurred in a social environment that cham-
pioned honest labor as the means to success and looked with skepticism on
attempts to provide a shortcut to riches.?®

Despite the benign treatment of gambling in English common law, the
developing law in the United States turned more strongly against it. For ex-
ample, in Irwin v. Williar, the Supreme Court observed: “In Eng}.and, it is held
that the contracts, although wagers, were not void at common law, and that
the statute has not made them illegal, but only non-enforceable, [citation
omitted] while generally, in this country, all wagering contracts are held to
be illegal and void as against public policy.”* In a Massachusetts case, Justice

Holmes characterized wagering contracts as void as against public policy be-

#30

cause they are “vicious.

The common law concept of public nuisance also grew to encompass the
maintenance of a gambling house as an activity that interfered with public
morals, a classification shared with houses of prostitution and other activi-
ties classified as “indecent” and “profane.”! However, gambling houses were

also associated with disturbances and quarrels, particularly if cheating was
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involved, which also affected the public peace.%z In this sense, the gambling
house shared some characteristics with another public nuisance, the “com-
mon scold”—*a troublesome and angry person who, by brawling and wran-
gling among his or her neighbors, breaks the public peace, increases discord,
and [by so doing] becomes a public nuisance to the neighborhood.”’

As popu]ations m'igrateci westward, the frontier presame(il many new
opportunities for gambling practices to develop outside the constraining
effects of the established social order of the early colonies. Nevertheless,
public gambling, and in particular gambling of a professional nature, was
specifically targeted as being a threat to the public good once a legal estab-
lishment began to emerge. For example, an 1823 act in Kentucky was

speciﬁcaﬂy targeted toward proféssional gambling activities:

The object of the legislature[ | was not to suppress gaming generally; but
to prlo]scribe a particular species of gambling, by punishing, rigorously, a
notorious class of professional gamblers. Former laws were deemed suffi-
cient for discountenancing the ordinary games of chance. But a more pub-
lic and severe sanction was ascertained to be necessary for the extirpation
of a vice, which had taken deep root, and was seen and felt to be peculiariy

pernicious an d demoralizin g i+

The Missouri Supreme Court provided a similarly harsh description of
the business of running a gambling operation, along with a more tolerant

view of the individual garnbler:

To set up, or keep, or carry on a faro-bank . . . is an offense a great deal
more injurious to the public morals, than the act of betting upon the
gambling device so set up or conducted. The former is followed as a pro-
fession, and its professors go about, seducing the unwary, and holding
out temptations to dissipation and vice, and leading thousands to ruin.
The latter offense is committed often in the thoughtlessness of the mo-
ment——to amuse an idle hour, and without a clear perception of the cor-
rupting associations and vicious habits to which the practice so often

tends.?®

However, in other states, an individual gambler’s conduct was considered
equally reprehensible. An early Tennessee statute provided that one con-

victed of gambhng lost his right to hold public office for a period of five
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vears.>® As a Tennessee court explained, dark assumptions about gambling

underlay this decision:

Governments legislate to suppress general evils, without reference to
possible or probable exceptions. Gaming, as a general evil, leads to vi-
cious inclinations, destruction of morals, abandonment of industry and
honest employment, a loss of self-control and respect. Frauds, forgeries,
thefts, make up the black catalogue of crime, the closing scene of which
generally ends in highway robbery and murder. The American and Euro-
pean journals are full of cases of the most distressing nature; of bankers,
merchants, clerks to banking institutions, men in almost every descrip-
tion of trust, public and private, becoming bankrupts and thieves, to the
ruin of themselves and others. Look for the source of their misfortune;

you find it in lotteries, loo, faro, thimble, dice and the like.*’

In the frontier regions west of the Mississippi, gambling flourished before
formal governmental control was established. The nature of that control
ranged from prohibition to regulation, depending on the state. In plains
states such as Kansas and Nebraska, which were dominated by local farming
communities, absolute bans were enacted soon alter territorial statutes
were gra.nted'ga However, rather than attempt to curtail idleness or sloth,
these laws focused on the disruption of social order and other excesses as-
sociated with public gambling, 39 There was no particular aversion to private
forms of gambling, and light penalties tended to be applied toward those
who were unfortunate enough to be Caught.dro Horse racing, which would
have a tendency to reflect progress in animal husbandry that was useful to
the plains farmers and ranchers, even enjoyed a preferential status when it
came to enforcement of gambling debts.*!

In the far West, where farming communities were not the dominant polit-
ical structure, early governments embraced licensing and regulation as a
means of limiting the disruptive effects of cheating and other violent conse-
quences associated with gan*ﬂo]jng.jrz Montana, for example, imposed substan-
tial fees on gambling operators for each establishment and each faro, poker,
or roulette table.”’ Cheating (and violence) still existed under this scheme,**
which apparently involved little more than an attempt by the government to
raise money from gambling activity. Eventually, even these states gradually en-

acted antigambling legislation, though the public sentiment against gambling
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was comparatively weak. Penalties were modest, reflecting a more laissez-
faire approach toward regulation than in states with orientations toward farm-

ing communities.

TRANSITIONS TO MODERN LEGALIZED GAMBLING:

Nevada merits special attention in this historical discussion due to its pre-
eminence as a gambling destination and its long-standing acceptance of
commercialized gambling. However, early Nevada settlers possessed con-
flicting value systems: Mormon pioneers held strong antigambling views,
while prospectors seeking the mother lode were quite tolerant of the risk
taking associated with gambling and apparently practiced it with aiacrity.%
Congress established the Nevada Territory in 1861, and its first territorial
governor pushed through a statute banning all gambling and imposing stiff
penalties, which included both fines and prison terms.*” To the consterna-
tion of the territorial governor (and probably others, including the Mormon
pioneers), gamblers flouted these laws. Soon after Nevada achieved state-
hood in 1864, the state legislature substantially reduced the penalties for
gambling, and in 1869 it took the further step of legalizing gambling, 8

The legalization position was accompanied by a system of licensing and
regulation, which was ostensibly motivated by the desire to curtail, if not
eliminate, gambling altogether. The license fees, which ranged from $250 to
$500 every three months, were thought to be sufficiently high to make it im-
practical for most gambling establishments to carry on their businesses. As
a committee report stated, “[V]ery few, il any[,] will be able or willing to pay
the heavy license required, and the practicable result will be: to close once
and forever hundreds of low dens and ‘dead falls’ which now disgrace our
principal towns.”* The legislators’ predictions were wildly erroneous, how-
ever, and gambling (primarily of a small stakes variety) remained a common
activity in Nevada towns.

In addition to imposing license fees, which generated revenue to support
government services, regulations controlled other aspects of gambling as
well. For example, Nevada prohibited minors from gambling and provided
their parents with the right to pursue a civil action for damages against the
owner of a gambling establishment who permitted a minor to gamble. U Ne-

vada iegisiation also limited gambling activities to the back room or to upper
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floors, where available.®! Thus, despite legalization of gambling, Nevada’s
public policy toward gambling reflected sufficient social concern to keep it
out of the reach of children and out of public display.

One additional regulation added in 1877 is particularly noteworthy in its
concern for the social consequences of gambling: it prohibited debtors and
gamb} ing. > Those who
gambled with such persons were guilty of a misdemeanor. 53 The extent to

men with wives and depend@nt minor children from

which the state enforced this provision is unclear, but it furnishes an inter-
esting approach toward addressing the consequences of excessive gambling
losses—a topic that will be taken up later.

Oddly enough, the permissive attitude toward other forms of gambling
in early Nevada history did not extend to lotteries, which were expressly
prohibited by the Nevada Constitution.> The Nevada Supreme Court re-
buffed early legislative efforts to authorize a lottery to raise funds for state
government. In Ex Parte Blanchard, the court reasoned that English statutes
declaring lotteries to be a public nuisance were part of the common law in
Nevada and that Nevada’s constitutional provisions proscribing lotteries
withheld legislative power to authorize a lottery. > Thus, a statute enabling
a lottery for the seemingly beneficent purpose of “providing means to erect
an insane asylum” was held to be unconstitutional.

A similar enabling provision was also rebuffed in a later case on similar

grounds, with some additional moralizing by the court:

We are of opinion that the facts stated in the articles of incorporation, in
the statute, and in the information, show that the scheme is one whereby
the legislature of this state, in consideration of the sum of $250,000, to be
placed in the state treasury, to the credit of the “insane and charitable
fund,” attempted to authorize the managers of the “Nevada Benevolent As-
sociation” to enrich their own pockets, at the expense of the people of this
and other states, by holding out promises of the great and sudden gains
that might be acquired by the ticket-holders; that golden prizes would be

“the lure to incite the credulous and unsuspecting into this scheme.”®

Thus, public law seemed to express the sentiment that private casino-
style games offered a sporting chance, while lotteries represented a corrupt
exercise of government power that took advantage of its weaker citizens.

(Though some might criticize this position as anomalous, it is not com-
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pletely devoid of a foundation given the low payouts associated with the typ-
ical state-run lottery.)

Nevada’s era of regulated legalized gambling ended abruptly in 1909
when the legislature once again banned gambling and imposed severe penal-
ties.”” Over the next two decades, which included the implementation of
Prohibition with the ratification of the Eighteenth Amendment in 1919, in-
dividuals frequently violated both antigambling and antialcohol laws without
significant consequences, albeit in private clubs and other locations outside
of public view. >

However, in 1931, the Nevada legislature once again passed a legalization
bill that ushered in the modern era of regulated casino gambling in the
state.”” Instead of prospectors, these modern casinos drew in patrons from
California and eventually from other states, as they enjoyed an effective mo-
nopoly on legalized casino gambling in the United States until New Jersey
approved casino gambling in 1976 and opened its first casinos two years
later.®” During the ensuing period, regulatory efforts would be refined and
strengthened to address concerns about corruption and other criminal ac-
tivity. Moreover, gambling would become entrenched as a legitimate busi-

ness and entertainment option in that state and, ultimately, in many others

that sought to emulate the Nevada model.
THE MODERN ERA

Though states other than Nevada had generally retained the approach of im-
posing criminal sanctions on gambling activities, notable exceptions began
to emerge. Horse racing was a popular exception, which was sometimes
considered “sport” in order to circumvent otherwise applicable gambling re-
strictions.®! Unlike casino-style games, horse racing also supported an in-
dustry that had other economic impacts extending beyond the track, includ-
ing breeders, farms, and feed stores. These arguments may have helped to
distinguish horse racing from other forms of gambling that remained legally
prohibited.

Economic needs of state and local governments also affected the accept-
ance of pari-mutuel betting on horse races. Some attribute the Great De-
pression as a catalyst for legalization, as states sought new revenue sources to
address fiscal shortfalls.®? Charitable gambling, such as bingo, also grew to

o method.® Here, stakes were generally

be widely accepted as a fund-raising
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limited, and profits went to what could be considered “good causes” rather
than into private coffers. Nevertheless, constitutional amendments were
sometimes required to permit even charitable gambling, thus reflecting very
strong antigambling sentiments that had to be overcome.*"

Fiscal interests have undoubtedly played a significant—if not the most
significant-—role in this metamorphosis from gambling as taboo to gambling
as a tool of the state.®® State lotteries taught the important lesson that sig-
nificant revenues could be gained from willing participants, some of whom
were already being served by illegal numbers rackets. State lotteries have
enjoyed explosive growth in the latter part of the twentieth century and into
the twenty-first, taking in more than $48.8 billion in 2004 in forty-one
states and the District of Columbia, up from $45.18 billion in 2003.%¢ Per
capita spending on lotteries in these states averages $183, ranging from a
low of $9.27 in sparsely populated North Dakota to §$1,370.95 in Rhode
Island, where video lottery terminals (close cousins of slot machines) are al-
lowed.®” Of this $48.8 billion in 2004 revenues, an estimated $13.9 billion
was returned to the states, with the remainder paying for expenses for the
promotion of the lottery and the prizes awarded to }“}layers.68

Casinos also offer significant potential for public revenues, though the
model for earning those revenues is typically different. States have chosen to
license private firms to run casinos and to impose taxes on gaming activi-
ties.”” In 2004, commerecial casinos posted gross gaming revenues (defined as
the amount ‘wagered minus payouts to winning piayers) of nearly $29 bil-
lion,”™ with an additional $16.2 billion estimated for tribal casinos.”’ As of
2005, commercial casino gambling is currently available in only eleven states,
while twenty-eight states allow tribal casinos.”’

Many other states have more limited gambling activities, such as keno,
bingo, card rooms, pull-tabs, and horse or dog racing, Few states have resis-
ted legalization of gambling in some form, with Utah and Hawaii being the
most notable exceptions. When all is totaled, estimated spending on gam-
b],:ing in the United States ranges from $72 billion to as much as $ 100 billion,
depending on how the base is measured.”” By comparison, Americans spend
each year approximately $9.5 billion at the movies, $10.3 billion at theme
parks, $23.8 billion on DVD and video rentals, and $51 billion on cable tel-
evision.”* T hough $100 billion is less than 1 percent of the gross domestic

product in the United States (which in 2004 was about $12 trillion), it is
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nevertheless a large figure. Moreover, it does not include illegal gambling,
L L.
which still exists as an illicit alternative.
The history of gambling in America discussed here is considerably abbre-
general observations. First, a de-
sire to gamble seems deeply rooted in human experience. Despite some

viated, but it does permit us to make some

moral objections to gambling, belief in luck has had a powerful influence in
American culture.”” A demand for gambling is likely to continue to exist for
the foreseeable future, as patrons continue to be attracted by the hope that
they will be lucky.

Government has at various times attempted to prohibit gambling through
criminal sanctions, which have focused primarily on professional or com-
mercial operations. However, laws of this nature have not always enjoyed
widespread public acceptance. Regulating gambling, rather than letting it
freely propagate according to market demands, is emerging as the dominant
governmental approach. What might have started on a small scale with
bingo or charitable operations has eventually expanded to more lucrative
gambling options.

Government has thus chosen to exploit the public’s belief in luck rather
than repress it. In the case of lotteries, government itself is the operator and
promoter. When commercial gambling operations are involved, gambling
no longer involves a sterile redistribution of resources among participants.
Instead, it becomes a means for gambling providers to reap substantial prof-
its. Government has effectively harnessed this profit motivation to turn
casinos into tools for tax collection, and in the process traditional charac-
terizations of gambling as a vice have been overturned in favor of more pos-
itive characterizations.

Despite the fact that social costs have had a significant role in the legal
suppression of gambling throughout its history, policymakers have given
only limited attention to the nature and extent of social costs in designing
regulations for the industry. From a political perspective, a “see no evil” ap-
proach is understandable: costs associated with the gambling industry are
diffused and difficult to measure, whereas benefits (such as jobs and tax rev-
enues) are tangible and quantifiable.” Interstate competition magnifies
pressures toward legalization, as gambling proponents cite significant gam-
ing tax revenue losses to the state from patrons willing to cross state lines to

gamble .
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Resistance to these pressures is not always futile, as evidenced by the fact
that many states are without casinos and have relatively limited options for
legal gambling, However, continued resistance is also difficult. Political pres-
sures from interstate competition, growing antitax sentiments, and libertar-
ian values of personal freedom all potentially contribute to an expanding role
for legalized gambling, despite uncertainties about social costs. Unfortu-
nately for the industry, as well as for the states that have enjoyed its largesse,
in some locations the market is maturing, and much of the easy money has
already been made. For most Americans, a casino is now within an easy trav-
eling distance——and the prospects of gambling on the Internet may bring it
even closer to home.

In 1999, the National Gambling Impact Study Commission urged policy-
makers to slow the expansion of gambling so that researchers and govern-

ment could learn more about the social impacts of gambling, stating in part:

The members of the Commission agree that there is a need for a “pause”
in the growth of gambling. The purpose of the pause is not to wait for de-
finitive answers to the subjects of dispute, because those may never come.
Instead the purpose of this recommended pause is to encourage govern-
ments to do what, to date, few, if any, have done: to survey the results of
their decisions and to determine if they have chosen wisely; to ask if their
decisions are in accord with the public good, if harmful effects could be

remedied, if benefits are being unnecessarily passed up.77

That recommendation was essentially ignored, as gambling continued to ex-
pand. However, the social science community has continued to learn about
the industry, and it has produced some disturbing results about some of the
negative social impacts of the industry. The regulatory environment has also
continued to change, as the industry and government begin to deal with
these looming social issues.

The chapters that follow explore some of these social and economic im-
pacts of the casino gambling industry, as well as the regulatory environment
in which they occur. Policymakers face difficult choices in the years ahead,
and the discussion that follows is designed to provide a basis for reflection

and understanding of this industry and the dilemmas that it presents.



2. Casino Expansion in the United States

l""rom 1931 until 1976, Nevada held an effective monopoly on legalized
casino gambling in the United States. However, that monopoly soon began
to fracture as other states changed their approaches toward the gambling in-
dustry. New Jersey became the first state outside of Nevada to add casinos
by legalizing casino gambling in Atlantic City in 1976 and opening its first
casino two years later. It was more than a decade before other states began
what has become a landslide in the expansion of U.S. commercial casinos. !
Indian tribes soon joined in, adding casino facilities in thirty-three states be-
tween 1987 and 2005. Gambling supporters in the eleven commercial
casino states and the thirty-three tribal casino states viewed casinos as an ef-
ficient device for generating tourism and economic development, as well as
tax revenues for state and local governments.

Perhaps more emphatically, Indian tribes embraced gambling as a means
to achieve economic development and to provide jobs for unemployed tribal
members. In many cases, the close proximity of gambling opportunities
across state lines influenced decisions for legalization as governments sought
to compete for the gambling dollars of citizens from neighboring states. This
legislative design of cross-border competition is evidenced by the fact that
the vast majority of commercial casinos outside of Nevada are within two
miles of state borders. Thus, many government officials viewed casinos as a
reaction to the lure of casinos directly across the state line.

Since its expansion outside of Nevada and New Jersey, casino gambling
has proven to be a growth industry with its pattern of growth highly resilient
to negative conditions in the general economy. Even the tragic events of
September 11, 2001, brought only a temporary setback for the industry, as

patrons soon returned to gaming, Although reductions in air travel affected

I3
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Nevada casinos negatively, other venues reachable by automobile posted
gains, allowing the casino industry to post overall growth even during that
economically troubled year.2

Over the past decade, Americans’ gambling losses at casinos grew at a
rate twice that of the growth in the overall economy. In 2004, revenues for
commercial casinos reached nearly $29 billion, up more than 7 percent
from $27 billion in 2003 .3 Racetrack casinos— “racinos” reflected an even
stronger growth in revenues, taking in $2.9 billion in 2004, up more than
30 percent from $2.2 billion in 2003. As of 2004, the American Gaming
Association reported a total of 445 commercial casinos operating in eleven
states and twenty—four racinos operating in seven states.t

Tribal casinos have also experienced phenomenal growth. In 2004, there
were 228 tribes operating 405 gaming facilities in thirty states.” These tribal
facilities collected approximately $19 billion in gaming revenues in 2004.
This reflects a 14.3 percent compound annual growth rate since 1997--dra-
matically higher than commercial casinos’” growth of 6.8 percent annua]}y.G
However, not all of the tribal facilities are full-service casinos, as some in-
clude card rooms, bingo, or more limited forms of gambling, Class III casi-
nos, which offer gaming opportunities that are comparable to those of com-
mercial casinos (i.e., those owned by private firms), are available in
twenty-three states.’

The following discussion explores casino growth in greater detail, focus-
ing first on commercial casinos, next on their counterparts run by the Indian
tribes, and then on racetrack casinos or racinos. The final section of this
chapter examines how the explosive growth in casino gambling has affected

firms that own the commercial casinos and manage the tribal casinos.
COMMERCIAL CASINOS

Figure 2.1 shows states that currently have legalized commercial casino
gaming along with the date that the first casino was constructed in the state.
Years of legalization were Nevada in 1931; New Jersey in 1976; lowa,
Louisiana, and South Dakota in 1989; Colorado, Illinois, and Mississippi in
1990; Indiana and Missouri in 1993; and Michigan in 1996. Pennsylvania
and Florida will soon join these states, as both states legalized slot machines
in 2004. Pennsylvania will allow up to sixty-one thousand slot machines at

locations across the state.®
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Fig, 2.1. First vear of commercial casino operations

Figure 2.2 details the location of commercial casinos by county for 2003.
Fifty-seven counties in the United States currently offer commercial casino
gaming. Outside of Nevada, most commercial casino activity is located near
either a river or a body of water, which often also forms a geographic border
between states. In part, this is due to the fact that many states use public nos-
talgia for riverboat gambling to support the expansion of casino gambling.
However, this also reflects the reality of cross-border competition for gam-
bling patrons. For example, most of lowa’s thirteen casinos are located on
the state’s border with Nebraska (four casinos) and on the state’s border
with Illinois (seven casinos). Only two of Iowa’s thirteen casinos are located
more than three miles from the state border.”

Table 2.1 shows gross casino revenues by state between 1999 and 2004,
along with the annual growth rate from 1999 to 2004. lowa and Indiana
experienced the most rapid growth during this period, with annual growth
rates of 16.6 percent and 16.5 percent, respectively. New Jersey experi-

enced the slowest annual growth rate during this psriod at 3.7 percent.



TABLE 2.1. Commercial casino AGR by state and growth rate, 1999-2004

Fig. 2.2. Commercial casino counties, 2003

AGR (in millions of dollars)

Compound
Annual

Growth (%)

1999 2000 2001 2002 2003 2004 19992004

Colorado 479.0 631.8 631.8 719.7 698.2 725.9 8.7
Ilinois 1,100.0  1,700.0  1,800.0  1,800.0  1,709.0  1,718.0 9.3
Indiana 1,100.0  1,700.0  1,800.0  2,100.0  2,229.0  2,369.0 16.6
lowa 496.0 887.0 922.9 9723 1,024.0  1,064.0 16.5
Louisiana 1,300.0  1,800.0  1,800.0  2,000.0  2,017.0  2,163.0 10.7
Michigan N.A. 743.6  1,000.0 1,100.0 1,130.0  1,189.0 12.5
Mississippi 2,200.0  2,649.0 2,701.0  2,700.0  2,700.0  2,781.0 4.8
Missouri 853.0 997.7  1,100.0  1,300.0  1,330.0  1,473.0 11.5
Nevada 8,100.0  9,600.0  9,500.0  9,400.0  9,625.0 10,562.0 5.5
New Jerscy 4,000.0  4,300.0  4,300.0  4,360.0  4,490.0  4,807.0 3.7
South Dakota 44.0 51.8 58.6 66.3 70.4 78.0 12.1
u.s. 19,672.0  25,060.9 25,614.3 26,518.3 27,022.6 28,929.9 8.0
As % of U.S. GDP  2.12 2.55 2.54 2.53 2.46 2.47

Source: American Gaming Association and U.S. Bureau of Economic Analysis.
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This difference may be explained, in part, by the fact that lowa and Indiana
are newer casino markets, whereas Atlantic City, New Jersey, is a more
mature market, having casinos that have operated since 1978. Michigan,
the latest state to add casinos to its economic mix, experienced growth of
12.5 percent per year between 2000 (the first full year of operation) and
2004. Nationwide, commercial casino revenues, termed “adjusted gross
receipts” (AGR),'” grew from $8.3 billion in 1990 to $28.9 billion in
2004. This reflects a compounded yearly growth rate of almost 8 per-
cent—more than three times the rate of inflation and more than twice the
rate of U.S. economic growth as measured by the nation’s gross domestic
product.

Revenues per casino visitor also vary significantly among the commercial
casino states. Table 2.2 lists attendance and average revenue per visitor by
state for 2004. Spending per casino visitor ;‘anged from $27 in Missouri to
$209 in Nevada.'' The average visitor across the United States spent $91 per
casino visit in 2004. However, the 319 million visits or attendance came
from 54.1 million individuals. Thus, on average, each individual who visited
a casino in 2004 lost $535 for the full year.

Table 2.3 ranks casino locations across the United States based on 2004

AGR. While locations in Nevada and New Jersey, states with the older

TABLE 2.2. Commercial casino attendance and AGR per visitor, 2004

Compound Annual

Growth AGR per
Attendance 2001—4 (%) Casino Visitor (8)
Colorado N.A. N.A. N.A.
Mlinois 15,300,000 —6.6 112
Indiana 26,730,000 10.5 89
Towa 19,540,000 0.2 54
Louisiana 40,890,000 —3.8 53
Michigan N.A. N.A. N.A.
Mississippi 55,260,000 —0.9 50
Missouri 54,200,000 4.5 27
Nevada 50,500,000 0.6 209
New Jersey 33,230,000 0.8 145
South Dakota N.A. N.A. N.A.
u.s. 319,000,000 —0.4 91

Source: American Gaming Association.
N.A. = not available
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casinos, are ranked highly, new casino locations in Indiana, Michigan, and

Mississippi have moved up rapidly in the rankings. Proximity to large pop-
J o J o

ulation bases appears to be a signiﬁcant factor in the AGR potential of

commercial casino facilities. This also suggests the importance of local pa-

tronage to the successful casino.
TRIBAL CASINOS

The development of tribal casino gambling traces its roots to the Supreme
Court’s 1987 decision in California v. Cabazon Band of Mission Indians, 12 where
the Court held that the state of California lacked authority to apply its reg-
ulatory statutes to gambling activities conducted on Indian reservations. >
Tribal sovereignty in these matters was subordinate only to the federal gov-
ernment, and state power to regulate was thus dependent on congressional

authorization. Congress quickly responded to this decision in 1988 by en-

TABLE 2.3. Ranking of casinos by location, 2001, 2003, 2004

Rank

2004 2003 2001 Location 2004 AGR (8)
1 1 1 Las Vegas—Strip 5.555 billion
2 2 2 Atlantic City, NJ 4.806 billion
3 3 3 Chicagoland (IL, IN) 2.346 billion
4 4 N.A. Connecticut (Indian) 1.646 billion
5 6 5 Tunica, MS 1.199 billion
6 5 4 Detroit, MI 1.189 billion
7 8 6 Biloxi, MS 911.45 million
8 7 7 Reno/Sparks, NV 903.45 million
9 9 8 Southeast Indiana 885.90 million
10 11 10 St. Louis (MO, IL) 848.41 million
11 10 9 Shreveport, LA 835.51 million
12 12 12 Boulder Strip (NV) 791.69 million
13 14 13 Kansas City, MO 701.39 million
14 13 11 Las Vegas—Downtown 663.28 million
15 15 15 New Orleans 608.80 million
16 16 14 Laughlin, NV 595.32 million
17 17 16 Black Hawk, CO 524.04 million
18 18 19 Lake Charles, LA 462.07 million
19 19 18 Council Bluffs, TA 418.18 million
20 24 N.A. Charlestown, WV (racino) 360.23 million

Source: Innovation Group, October 2001, 2003, 2004.

N.A. = not available
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Fig. 2.3. Number of tribal casinos by state, 2004

acting the Indian Gaming Regulatory Act (IGRA),™

which attempted to bal-
ance the interests of the states and of the tribes located within their geo-
graphical borders.

The IGRA was intended to accomplish several policy goals, which in-
cluded (1) promoting tribal economic development and self-sulficiency; (2)
providing a regulatory base to protect Indian gaming from organized crime,
to ensure that the tribe is the beneficiary of the gaming operation, and to en-
sure the fairness and honesty of the gaming operation; and (3) establishing
the National Indian Gaming Commission to assist in these puu‘poses.15 The
IGRA essentially recognized tribal rights to operate gaming facilities on
their reservations commensurate with the types of gaming that could other-
wise be operated under state law.

Figure 2.3 shows the number of tribal casinos in each state as of 2004 to
There were 405 tribal gaming facilities in the United States in 2004 com-
pared to 385 in 2003. In 2004, Oklahoma had the largest number of tribal

casinos at 85, followed by California at 56 and Minnesota and Washington
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each with 31. Class Il tribal casino facilities are located in 192 counties
across the United States.

Table 2.4 lists tribal casino AGR (i.e., wagers less winnings) by state from
2002 to 2004. California had the highest AGR at $5.3 billion, followed by
Connecticut at $2.2 billion and Arizona at $1.5 billion. The data indicate
that tribal casino AGR is quickly approaching that of commercial casinos. In
some of these states, tribes have been granted exclusive rights to operate
casinos, which have often included opportunities to exploit gaming markets
with large population bases. Such operations can provide significant eco-
nomic benefits for their tribal owners.

The top five states listed in table 2.4 all have exclusive gaming relation-

g
ships with tribal governments, with no commercial casinos in the state. In-

TABLE 2.4. Tribal AGR by state, 2002—4 (in millions of dollars)

Growth
State 2002 2003 2004 2002—4 (%)
Alaska 8.1 8.4 8.5 4.9
Arizona 1,094.2 1,218.3 1,533.7 40.2
California 3,678.1 4,699.9 5,324.3 44.8
Colorado 54.1 55.2 57.4 6.1
Connccticut 2,054 .4 2,157.0 2,231.9 8.6
Florida 572.1 642.0 862.0 50.7
Idaho 94.2 103.9 140.0 48.6
Kansas 165.0 169.8 171.3 3.8
Louisiana 444 1 448.1 372.7 —16.1
Michigan 965.0 969.9 971.0 0.6
Minnesota 1,309.4 1,326.8 1,343.3 2.6
Montana 15.0 15.5 16.3 8.7
Nevada 45.0 44.0 51.6 14.7
New Mexico 576.9 613.6 707 .4 22.6
New York 275.0 577.3 730.5 165.6
North Dakota 89.0 95.0 96.9 8.9
Oklahoma 461.1 641.8 939.3 103.7
Oregon 418.9 433.9 460.1 9.8
South Dakota 445 50.0 53.0 19.1
Washington 707.8 888.0 987.5 39.5
Wisconsin 980.7 991.5 1,004.1 2.4
Other states 850.0 872.1 974 .3 14.6
All states 14,902.6 17,022.0 19,037.1 27.7

Source: Indian Gaming Industry Report, 2005—6.
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terestingly, between 2002 and 2004, tribal AGR growth in states without
commercial casinos was much higher than in states with commercial casi-
nos. Collectively, tribal AGR in states with no commercial casinos grew by
44.5 percent, while tribal AGR in states with commercial casinos actually
declined by 3.0 percent between 2002 and 2004 This indicates the impor-
tance of exclusive agreements between the tribes and the states in terms of
producing higher growth rates in gambling revenue.

Tribal casino AGR has been growing at a rate that even surpasses the
healthy growth rate of their commercial counterparts. Figure 2.4 attests to
the rapid growth in casino gambling in terms of AGR. The aggregate AGR
from tribal casinos increased from $8.2 billion in 1997 to more than $19.0
billion in 2004, an annual growth rate of nearly 14.2 percent. In contrast,
the growth rate for commercial casinos slowed somewhat during this period
to an average of 6.8 percent per year. Significantly, if these growth trends
continue, the gap in AGR between commercial and tribal casinos will soon
no longer exist. This growth trend is certainly not surprising given the fa-
vorable tax treatment afforded tribal casinos—a topic that is explored in

greater detail in Chapters 4 and 11.
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RACINOS

Racetrack casinos (racinos) are an increasingly important segment of the

U.S. casino market. A racino is defined as a horse—racing track that also

includes slot machines, video gambling terminals, or other casino features.

Included in the category are also (iog-ra(iing tracks that offer the same gam-

bling opportunities. Proponents assert that racinos allow states to derive the

economic benefits of gaming while containing gaming expansion to current

racetrack facilities.

In 2004, twenty-four racinos operating in seven states generated $2.78

billion in AGR, which was up from $2.20 billion in 2003. However, more

than $190 million of the increase was produced by the addition of four ra-
TABLE 2.5. Racino AGR by state, 2002—4 (in millions of dollars)
Growth

State 2002 2003 2004 2002—4 (%)
Delaware 565.9 502.0 553.32 —2.2
lowa 316.1 330.3 337.48 6.8
Louisiana 114.6 168.9 280.97 145.2
New Mexico 141.3 149.8 149.68 5.9
New York N.A. N.A. 192.45 N.A.
Rhode Island 281.0 333.5 383.8 36.6
West Virginia 596.0 717.1 882.4 48.1

Total 2,014.9 2,201.6 2,780.1 38.0

Source: American Gaming Association, yearly surveys.
N.A. = not available

TABLE 2.6.

millions of dollars)

Top racino markets, 2004 (in

Rank Top Markets 2004
1 Charlestown, WV 360.24
2 Providence, RI 304.77
3 Dover/Harrington, DE 297.70
4 Delaware Park/Wilmington, DE 261.60
5 Chester, WV 255.73
6 Wheeling, WV 192.12
7 Des Moines, 1A 161.47
9 Council Bluffs, IA 133.94
9 Lake Charles/Vinton, LA 128.39

10 Shreveport, LA 84.24

Source: American Gaming Association, 2004 survey.
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cinos in NewYork in 2004. Also 2004 marked the first full year of operation
for two of Louisiana’s three racinos.

Table 2.6 lists the top racino markets for 2004. As presented,
Charlestown, West Virginia, was the largest racino market at $360.24 mil-
lion in 2004 AGR. In fact, Charlestown’s racino AGR was significant enough
to place this market in twentieth place in terms of overall casino markets for
2004, up from twenty-fourth place in 2003,

Table 2.7 provides comparative data for commercial casinos, tribal casi-
nos, and racinos for 2004. While there were more commercial casinos in
2003 than tribal casinos, the number of casinos added in the past few years
clearly favors tribal casinos, with all 192 tribal casinos added in the past fif-
teen years. During this same period of time, only 175 commercial casinos
were created. Table 2.7 also shows that a significant difference exists in the
share of AGR going to government coffers, with 16.4 percent of commer-
cial AGR paid to state and local governments but only 6.1 percent of tribal
AGR being paid to state and local governments in lieu of taxes. (These tax
differentials are the product of limits on the state taxing powers accorded to
Indian tribes, a topic addressed in greater detail in chapter 11.)

Table 2.7 also shows the significantly higher tax rate paid by racinos,
whose average tax rate is more than double that of commercial casinos. How-
ever, lowa racinos sued the state of lowa, claiming that the state’s practice of

taxing racetrack gambling at a higher rate than riverboat garnbﬁng violated

TABLE 2.7. Comparison of commercial casinos, tribal casinos,
and racinos

Commercial Tribal Racinos
Number of casinos, 2004 445 405 24
Total 2004 AGR (in billions of dollars) 28.9 19.0 2.8
AGR per casino (in millions of dollars) 65.0 47.0 115.8
AGR growth, 2002—4 (%) 9.1 27.7 38.0
Taxces or revenue sharing, 2004 (in billions of dollars) 4.7 0.9 1.1
Effective tax or revenue sharing rate, 2003 (%) 16.4 4.7 38.6

Sources: Authors’ calculation based on American Gaming Association surveys and Indian
Gaming Industry Report.

Note: For lowa and Louisiana, thc AGA includes racino AGR with casino AGR. The total
tribal casinos of 405 includes Class II (no slots or table games) and Class IIl (slots and/or
table games).
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the Fourteenth Amendment’s Equal Protection Clause. The Iowa Supreme
Court ultimately agreed with the industry on state constitutional grounds,

despite a temporary victory for the state in the U.S. Supreme Court. v
INDUSTRY LEADERS

While casino gambling has expanded rapidly in the United States, the com-
panies owning and/or managing the casinos have likewise grown at a brisk
rate. Table 2.8 lists the largest casino firms in the United States according to
market capitalization. Also listed in table 2.8 are the return on equity and
current p’rice»earnings ratios of each firm. For companies earning a positive

income, the price-earnings ratio is calculated by dividing the current price

TABLE 2.8. Casino leaders in market capitalization, 2005

Market
Stock Capitalization Return Price-
Exchange (in millions on Earnings

Name of Company Symbol of dollars)? Equity (%)b Ratio®
Las Vegas Sands Corp. LVS 12,700 42.8 26.8
MGM Mirage MGM 10,200 13.4 29.0
International Game Tech IGT 9,600 20.2 25.4
Harrah’s Entertainment HET 7,700 3.8 16.9%
Caesars Entertainment Inc. CZR 6,400 2.9 68.5
Wynn Resorts LTD WYNN 4,800 —17.1 39.6%
Boyd Gaming Corp. BYD 4,800 20.5 30.1
Station Casinos STN 4,300 31.4 32.1
Penn National Gaming PENN 2,700 21.8 32.2
Scientific Games SGMS 1,900 21.77 32.7
Ameristar Casinos ASCA 1,410 21.4 22.0
Argosy Casino AGY 1,360 22 .4 17.5
Aztar Casino AZR 1,130 6.2 18.4
Isle of Capri ISLE 774.2 4.1 77.3
Century Casinos CNTY 102 12.9 24.8
Diamonds DIA N.A. N.A. 16.2
Spyders SPY N.A. N.A. 16.0

Source: Reuters and Yahoo.com.

*Market capitalization is equal to the number of shares of stock outstanding multiplied by
the stock price.

PReturn on equity is equal to the profits divided by total net worth of the firm.

The price-carnings ratio is calculated by dividing the price of the stock by the carnings
over the past year.

*Indicates forward price-earnings ratio.

N.A. = not available
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by last vear’s operating income. For companies with a negative income, the
) £ g 5

price-earnings ratio is calculated by dividing the current price by next year’s

&
income as estimated by analysts tracking the stock.!'®

[Las Vegas Sands, with a market capitalization of $12.7 billion, is the
largest publicly traded casino company listed on the New York Stock Ex-
change or the NASDAQ Exchange. Las Vegas Sands also had the highest re-
turn on equity at 42.8 percent, but not the highest price-earnings ratio. De-
spite having a return on equity of only 2.9 percent, Caesars had the highest
price-earnings ratio of 68.5. Typically a high price-earnings ratio stems from
high projected earnings growth rate or lower risk as assessed by investors.
The median price-earnings ratio for the casino firms listed in table 2.8 is
30.0.This compares to 16.2 for the thirty Dow Jones industrial firms traded
as Diamonds and 16.0 for the five hundred firms that make up the Standard
and Poor’s Index and traded as Spyders. "This data suggest that investors are
estimating higher growth, or lower risks, for casinos than for other large
firms in the United States.

Table 2.9 shows casino revenues by year for the casino companies listed
in table 2.8.%" As presented, Pennsylvania National Gaming experienced
the highest rate of annual growth at 108.9 percent, and Station Casinos ex-
perienced the lowest rate of annual growth at 2.8 percent. Harrah’s, with
over $4 billion in casino revenues, was the top casino company. However,
among the ten firms, only Station Casinos had a lower growth rate in rev-
enues than Harrah’s. Growth rates for firms listed in table 2.9 are consid-
erably higher than casino AGR. In fact, the revenue growth of Pennsylvania
National Gaming was roughly ten times that of casino AGR across the
United States, while revenue growth of Las Vegas Sands was more than four
times that of U.S. casino AGR. AGR is just one component of casino rev-
enues, with other revenues coming from the sale of food and beverages and
other items.

Table 2.10 lists casino revenues as a percentage of total revenues by year
by company. Pennsylvania National (Gaming casino revenue as a percentage of
total revenue was the highest among the companies at 87.0 percent, while In-
ternational Game Tech was the lowest at 46.8 percent. Table 2.10 shows
clearly that casino revenues represent a significant and, in some cases, pre-
ponderant share of total company sales or revenues. However, five of the ten

firms experienced a decline in casino revenues as a share of total revenues. In
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27  Casino Expansion in the United States
addition to casino revenues, total revenues include food and drink sales, hotel
rentals, and entertainment ticket sales.

Table 2.11 lists operating income as a percentage of revenues for all com-
panies reporting results. This measure of profitability ranged from 14.6 per-
cent to 49.1 percent. For 2004, Las Vegas Sands experienced the highest rate
at 49.1 percent, and International Game Tech had the second highest rate at
32.8 percent. Interestingly, these two firms earned a high proportion of
their revenues from noncasino sources. The firms that depended more heav-
ily on casino revenues tended to experience lower earnings rates.

In order to accomplish the revenue growth listed in table 2.9, casinos
spend heavily on advertising and promotion. According to Christiansen
Capital Advisors, the casino industry currently spends 2.5 percent of casino

TABLE 2.10. Casino revenues as a percentage of total revenues

Las Boyd Penn

Vegas International Gaming National MGM  Station Ameristar Century

Sands Harrah’s Caesars Game Tech  Corp.  Gaming Mirage Casinos Casinos  Casinos
1997 N.A. 75.7 71.2 38.0 64.7 5.1 51.3 73.0 78.1 94.0
1998 N.A. 75.9 68.9 42.1 67.6 24.3 48.9 73.6 75.5 94.6
1999 N.A. 73.2 71.4 38.0 67.8 32.2 58.1 75.6 76.2 93.8
2000 N.A. 74.8 71.1 39.9 69.4 54.3 54 .4 76.3 77.4 93.1
2001  36.1 75.7 71.4 31.3 74.6 70.5 49.0 72.3 83.2 89.8
2002 39.0 76.0 71.7 47.8 77.0 75.2 49.1 73.7 84.2 90.7
2003 37.0 75.5 721 49.8 77.0 84.0 48.0 70.1 83.5 88.4
2004 56.3 75.4 68.3 46.8 75.3 87.0 47.6 69.3 84.0 N.A.

Source: Authors’ calculations from Reuters and Yahoo! data.
N.A. = not available

TABLE 2.11. Net operating income as a percentage of revenue

Las Boyd Penn

Vegas International Gaming National MGM Station Ameristar Century

Sands Harrah’s Cacsars Game Tech  Corp.  Gaming Mirage Casinos  Casinos  Casinos
1997 N.A. 12.1 7.8 25.7 11.6 8.7 21.4 10.2 12.6 0.0
1998 N.A. 13.2 13.1 26.6 11.6 12.6 15.7 9.4 1.1 3.2
1999 N.A. 14.5 12.6 12.5 12.6 10.4 14.0 2.9 7.9 9.6
2000 N.A. 7.4 14.2 26.6 14.3 15.6 15.3 22.9 —6.1 13.5
2001  20.7 13.6 8.9 33.0 9.5 15.0 14.2 15.4 17.3 17.5
2002 24.3 16.1 12.3 28.8 12.1 15.5 17.2 16.8 14.3 18.4
2003 25.3 14.2 10.3 31.3 10.7 15.8 16.5 15.2 15.4 20.2
2004 49.1 14.6 14.8 32.8 15.3 18.7 20.4 24.4 15.6 N.A.

Source: Authors’ calculations from Reuters and Yahoo! data.
N.A. = not available
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revenues on advertising and promoti on.”! In an effort to lure increasin g num-
bers of patrons, casinos continue to spend heavily on new promotions. The
promotion competition between casinos tends to get pretty intense, espe-
cially in the major markets. For example, eight casinos compete for gambling
patrons in the Chicago area. One of the large casino companies, Harrah'’s, re-
cently initiated its $1,000,000 Treasure Hunt. Customers at Harrah’s prop-
erties nationwide throughout the year earned an entry into the contest by the
frequency of their gambling visits. The customers earned an opportunity to
travel to Las Vegas on November 10, 2005, to search for a treasure chest con-
taining $ 1 million in a remote desert location. This is an exampie of Harrah’s
efforts to increase repeat business.

At the Grand Victoria Casino in Elgin, Illinois, all dice players have to do
is roll each of the six point numbers (4, 5, 6, 8, 9, and 10) during a single
“hand” of their roll at a live craps game. Should the shooter roll all the num-
bers at least once before rolling a 7 the player wins a bonus payment of four
thousand dollars in cash.

In 2002, Majestic Star in Detroit ran a promotion on table games entitled
“Money for Nothing, Chips for Free.” OnThursdays from January to Octo-
ber 2002, the staff members at Majestic Star randomly selected a table every
ten minutes. Every player at that table who was using his or her Club Ma-
jestic card received free gaming chips, in amounts ranging from five to one
hundred dollars.

Caesars in Tunica, Mississippi, offers what they term Grand One Players
Club. By earning thirty thousand or more slot points or six hundred hours
of rated play on table games with a twenty-five-dollar average bet or the
equivalent, players can join the Grand One Players Club. Play must be ac-
cumulated in a twelve-month period. Patrons earn a 25 percent cash back
bonus seven days a week. They also earn free spa services, including one free
spa or salon service per month, VIP restaurant seating, VIP valet retrieval,
VIP self-parking, VIP show seating, VIP hotel check-in, VIP reservation ser-
vices, preferred tee times at Cottonwoods golf course, free room upgrade,
invitation to private Grand One member events, and extra sweepstakes
entry tickets. Final membership is determined by a combination of various
play criteria and management approval.

Table 2.12 shows casino promotion spending by company from 1997 to

2004. Interestingly, Las Vegas Sands, the most profitable casino, grew their
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casino promotion budget at a rate much slower than all of its competitors,
growth casino firms, in terms
of promotion spending, were the two casinos with the highest operating in-

except for Station Casinos. Thus, the two low-

come as a percentage of revenues. It may be that low-earning casinos re-
sponded to their low earnings by increasing their promotion spending, Table
2.13 lists casino promotion spending as a percentage of revenues.

In order to investigate the relationship among promotion spending, op-
erating income, and casino income, we calculate correlation coefficients be-
tween each relationship. A correlation coefficient measures the degree to

which two variables are linearly related or associated. As the strength of the

TABLE 2.12. Casino promotion spending

Las Boyd Penn
Vegas Gaming  National MGM Station ~ Ameristar Century
Sands Harrah’s Corp. Gaming Mirage Casinos Casinos Casinos
1997 $147,432 S44 308 $63,733 $53,426 $15,530
1998 $184,477  $93,772 $66,219 549,176 $22,071 8753,063
1999 $286,539 894,547 $112,560 867,892 $24,618 $672,153
2000 $340,438 898,268 $286,343 867,659 $28,224 $653,120
2001 $42,594 $565,758 $120,656 $407,071 872,816 $36,598 $755,000
2002 $34,208 $717,628 $128,547 $27,713 $428,318 $73,281 S108,406 $3,943,000
2003 $44,856 $782,050 $141,459 $74,324 $415,643 $67,365 128,272 $4,424,000
2004 $61,514 $862,806 $198,033 $65,615 $434,384 $67,857 8165,461 $4,657,000
Growth (%) 13.0 28.7 23.9 54.0 31.6 3.5 40.2 35.5
Source: Authors’ calculations based on data from Reuters.
TABLE 2.13. Casino promotion spending as a percentage of
casino revenues
Las Boyd Penn
Vegas Gaming National MGM Station =~ Ameristar ~ Century
Sands  Harrah’s Corp. Gaming ~ Mirage  Casinos Casinos Casinos
1997 11.0 13.7 13.9 8.9 9.0
1998 11.1 13.0 16.1 9.7 10.2 4.0
1999 11.8 12.9 12.9 8.9 10.0 3.0
2000 11.9 11.3 15.0 8.4 9.9 2.4
2001 17.5 13.2 18.8 11.0 6.6 2.5
2002 17.3 19.5 12.3 5.6 19.6 11.5 16.0 12.9
2003 14.0 20.3 13.2 7.6 20.0 10.4 16.9 13.9
2004 10.8 21.2 13.6 6.6 19.5 9.3 19.3

Source: Authors’ calculations based on data from Reuters.
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relationship between two variables increases, so does the correlation coeffi-
cient. A correlation coefficient can range between — 1, perfectly and nega-
tively related to -+1, perfectly and positively related. A correlation coeffi-
cient of 0 means that there is no linear relationship between the variables.
For example, the correlation coefficient between the temperature measured
in Fahrenheit and centigrade is +1.

Table 2.14 lists correlation coefficients between each of the variables. Ac-
cording to the results, operating income and promotion spending are posi-
tively related with a small correlation coefficient of 0.163. On the other
hand, operating income and casino revenues are negatively related with a
larger correlation coefficient of —0.496, and operating income and casino
revenues are also negatively associated with a correlation coefficient of
""" -0.454. Perhaps low-earning casinos, in order to remedy the problem, are
spending more aggressively on promotion. Moreover, casinos that make a
large share of their revenues from noncasino activities appear to be earning

higher operating incomes.

Almost 300 tribal casinos and 175 commercial casinos have been con-
structed during the past fifteen years, with more on the way. For many Amer-
icans, access to casino gambling is more convenient than ever. Though the
growth of commercial casinos appears to have slowed somewhat, tribal casi-
nos are continuing to expand. Tax and legal structures appear to be contribut-
ing to this disparate growth, as tribes have achieved competitive advantages
over their commercial counterparts in building and opening new operations.

Although some states have benefited from tribal operations through the
granting of exclusive rights (a topic explored further in chapter 11), those
with both commercial and tribal facilities must draw the vast majority of

state revenues from commercial operations. Thus, a shift toward tribal gam-

TABLE 2.14. Correlation coefficients, 1997—-2004

Promotion Opcrating Casino
Spending Income Revenue
Promotion spending 1.000
Operating income 0.163 1.000
Casino revenues —0.496 —0.454 1.000

Source: Authors’ calculations.
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ing potentially threatens an important source of tax revenues. Moreover, the
potential for stagnation of casino collections as markets mature should
awaken government officials to the danger of heavy reliance on growing
revenue streams from casino operations. The nature and extent of those rev-
enues, and their rising importance in each of the casino states, are consid-
ered in chapter 3.

Company financial statements indicate that casino company earnings and
revenues have been growing robustly since 1997. Furthermore, investors are
rewarding casino companies by bidding up the stock prices of the companies
to the point where their price-earnings ratios are significantly above market
averages. This indicates that investors expect casino pmﬁts to continue to

grow at a pace excszeding that of the average publicly listed corporation.



3. Tax Revenues from Casinos

f{\s presented in chapter 2, legalized casino gambling has emerged as a sig-

nificant growth industry in the United States. State and local governments
are willing participants in this expansion as they have increasingly looked to
casino gambling as a new source of tax revenues, with citizens generally sup-
porting the expansion of gambling. For many citizens, funding government
activities with “voluntary” casino tax collections presents an attractive alter-
native to raising traditional or noncasino taxes. Additionally, with the prom-
ise of job and income growth, states have embraced gambling and casino
wagering as tonics to remedy economic Eethargy. However, it is unclear
whether the addition of casino gambling actually reduces the tax burdens of
citizens and is a net benefit to the community. Certainly the economic ben-
efits or costs of casino expansion may depend on whether the added casinos

are tribal or commercial.
TRIBAL CASINO PAYMENTS

Given significant differences between the taxes paid by commercial casinos
and the payments in lieu of taxes paid by tribal casinos, the benefits to the
community are likely to depend crucially on whether the casino is commer-
cial or tribal. Indian tribes occupy an unusual legal status in our federal sys-
tem. Tribes possess a limited sovereignty consistent with their status as “do-
mestic dependent nations.”' This sovereignty has limited state and local
governments’ ability to obtain funds via taxation from the operation of tribal
casinos. The legal consequences of tribal status are discussed at length in
chapter 11.

According to estimates by Meister in his 20056 Indian Gaming Industry

Report, tribal casinos, despite any legal responsibility to pay state and local
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Fig. 3.1. Tribal casino contributions to state and local government, 20014 (in millions of dollars)

casino taxes, contributed $888.0 million to state and local governments on
2004 AGR of $19.0 billion.? This represents an average “tax” rate of 4.7 per-
cent. Figure 3.1 shows that tribal contributions to state and local govern-
ment tax coffers have risen from $470.3 million in 2001 to $888.0 million
in 2004.

Despite the IGRA limits on state taxing powers, states have been allowed
to negotiate gaming compacts that extract a payment for granting exclusive
gaming rights to tribal interests. For example, this model is followed in
Connecticut, which has no commercial casinos but two tribal casinos. By
granting exclusive rights to the tribes, Connecticut reaped $411.4 million
in payments in lieu of taxes from these two casinos in 2004, or approxi-
mately 46 percent of total tribal contributions to state and local govern-
ments in 2004. Thus, the two Connecticut casinos racked up an average of
$205.7 million in tax receipts while the remaining 403 tribal casinos
brought in an average of shghtly less than $1.2 million in tax revenue.

Table 3.1 shows tribal casino contributions to state and local govern-
ments by state for 2003 and 2004. As listed, California and Connecticut ac-

counted for almost 70 percent of total tribal contributions to state and local
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governments in 2004. Two of the states listed in table 3.1, Louisiana and
Michigan, also had commercial casinos within their borders. Several other
states had tribal casinos but did not report any tribal casino contributions.
These include Colorado, Florida, Iowa, Kansas, Montana, Nevada, North
Dakota, Oklahoma, and South Dakota.

As presented in table 3.1, Wisconsin tribes expanded their payments
from casino gambling to state and local governments at the strongest pace
in the nation between 2003 and 2004. Wisconsin Potawatomi tribal officials
contend that the $40.5 million the tribe paid to the state in 2003 made it
the largest business taxpayer in the state that year.3

Table 3.2 lists effective tax rates by state by year for tribal casinos. Even
though the effective tax rates remain low, they have grown each year. As pre-
sented for 2004, Connecticut collected the highest rate from tribal casinos
at 20.3 percent and Minnesota netted the lowest rate at 1.2 percent. This
wide gap in effective tax collections is easily explained. As stated earlier,
tribal casinos opened pursuant to the IGRA are not subject to state and local
taxes on gaming revenues. State taxing powers are limited to recovering

amounts necessary to cover regulatory costs, with amounts above this as

TABLE 3.1. Tribal contributions to state and local governments,
2003, 2004

Growth
2003 (8) 2004 (8) 2003—4 (%)

Connecticut 396,400,000 411,400,000 3.8
California 131,600,000 153,200,000 16.4
Arizona 26,100,000 70,100,000 168.6
Wisconsin 16,700,000 68,000,000 307.2
New York 39,000,000 57,100,000 46.4
New Mexico 36,900,000 39,500,000 7.0
Michigan 31,500,000 31,400,000 —0.3
Minnesota 16,100,000 16,100,000 0.0
Washingt()n 8,900,000 9,900,000 11.2
Oregon 8,900,000 9,500,000 6.7
Louisiana 10,200,000 8,500,000 —16.7
Idaho 5,200,000 7,000,000 34.6
Alaska 300,000 300,000 0.0
*Qther states 4,700,000 6,000,000 27.7
Total all states 732,500,000 888,000,000 21.2

Source: Indian Gaming Industry Report 2005—6.
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purely voluntary contributions. Thus, tribal casinos not only fail to generate
gaming taxes, but they may also erode the tax base through competition
with commercial activities,

As listed in table 3.2, California’s tribal casinos, with an average tax rate
of 3.6 percent in 2004, represent an important contrast to Connecticut’s. In
March 2000, California governor Gray Davis signed unbreakable twenty-
year compacts with sixty-one tribes, giving them a monopoly casino in-
dustry. However, in June 2005 Governor Davis’s replacement, Governor

Arnold Schwarzenegger, announced deals with five of California’s casino-

Schwarzenegger, like many other U.S. governors, is bumping up against in-
creasing demands for state dollars while at the same time facing the barrier of
tribal sovereignty. Politicians in states with commercial casinos are experienc-

inga much more positive environment, at least in terms of casino tax receipts.
COMMERCIAL CASINO TAX COLLECTIONS

As stated earlier, tax rates on commercial casinos are typically more than

five times those of tribal casinos, depending on the state. Table 3.3 shows the

TABLE 3.2. Tribal casino payments in lieu of taxes as a percentage of
AGR, 2001—4

2001 2002 2003 2004

Connecticut 20.7 19.7 19.6 20.3
New York N.A. N.A. 7.1 10.4
New Mexico 0.4 6.0 6.0 6.5
Wisconsin 2.7 2.4 1.5 6.3
Idaho 1.2 1.1 4.4 5.9
Arizona N.A. N.A. 2.1 5.8
California 0.8 2.0 3.1 3.6
Michigan 3.4 3.5 3.6 3.6
Alaska 3.9 3.7 3.6 3.6
Oregon 2.3 2.1 2.1 2.2
Louisiana 2.3 2.1 2.1 1.7
Washington 0.5 1.1 1.2 1.3
Minnecsota 1.2 1.2 1.2 1.2
Other states 0.3 0.1 0.1 0.2
Total 3.7 3.9 4.3 5.2

Source: Author calculations based on Meister data.
N.A. = not available
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legislated casino tax rates on commercial casinos in each state where they
exist. Marginal tax rates range from 6.25 percent in Nevada to as much as 70
percent in lllinois. In addition to tax rates on AGR, many states also assess ad-
mission fees for each gambler, but these admission fees are paid by the casino
from the proceeds of the casino and are not dependent on the gambling
losses, or AGR, of the casino patron. However, the experience of each state
has varied as widely as the characteristics of the populations of the states.
Based on the rates listed in table 3.3, the American Gaming Association
(AGA) estimates that commercial casinos paid $4.7 billion in wagering taxes
alone in 2004-—a figure that does not include income, property, and sales
taxes that casinos also contribute to public coffers. This represents an aver-
age tax rate on AGR of 16.4 percent. The 445 commercial casinos operating
in eleven states have become an increasingly powerful tax-generating engine

for specific locales of the United States, with tax collections from casinos

TABLE 3.3. Legislated casino tax rates by state, 2005

Colorado Graduated tax rate with a maximum tax of 20% on gross gaming revenue

Hlinois Graduated tax rate from 15% to 70% of gross gaming revenue, $3—5 per
patron admissions tax

Indiana Graduated tax rate from 15% to 35% of gross gaming revenue, $3 per
patron admissions tax

Iowa Graduated tax rate with a maximum tax of 22% on gross gaming revenue

Louisiana Riverboat casinos: 21.5%; land-based casino: $60 million annual tax or

21.5% of gross gaming revenue, whichever is greater; racetrack casinos:
18.5% tax on gross gaming revenue,® 18% of net revenue paid to horsemen
Michigan 24% tax on gross gaming revenue (11.9% to city of Detroit, 12.1% to state
of Michigan); effective tax rate of 23.02% (including taxes and fees)
Mississippi Graduated tax rate with a maximum state tax of 8% on gaming revenue;
up to 4% additional tax on gaming revenues may be imposed by local
governments
Missouri 20% tax on gross gaming revenue, $2 per patron admission fee per excur-
sion split between home dock community and the state
g revenue;

g
additional fees and levies may be imposed by counties, municipalities, and

Nevada Graduated tax rate with a maximum tax of 6.75% on gross gamin

the state, adding approximately 1% to the tax burden

New Jersey 8% tax on gross gaming revenue plus a community investment alternative
obligation of 1.25% of gross gaming revenue (or an investment alternative
2.5% on gross gaming revenue), 4.25% tax on casino ancillaries effective
July 1, 2003%*

South Dakota 8% tax on gross gaming revenue, gaming device tax of $2,000 per machine

per y car

Source: American Gaming Association, 2005 survey.
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growing much faster than overall tax collections. Figure 3.2 shows how
casino tax collections have grown between 1998 and 2004.

As presented in figure 3.2, tax collections from casinos increased from
$2.5 billion in 1998 to $4.7 billion in 2004, a growth of 88.0 percent or a
compound yearly growth rate of 11.1 percent. According to the U.S. Cen-
sus Bureau, from 1998 to 2004 the annual compound growth rate for fed-
eral tax collections was only 0.1 percent and was 3.8 percent for state taxes.

Table 3.4 shows tax collections from casino gambling by state. As listed
for 2004, Nevada collected the largest sum at $887.0 million, while South
Dakota collected the smallest sum at $11.9 million. Michigan, opening its
commercial casinos in 1999, experienced the highest yearly growth rate at
70.0 percent, while Mississippi experienced the lowest annual growth rate
at 4.4 percent.

Table 3.5 presents average tax rates by state from 1998 to 2004. The av-
erage tax rate is calculated as tax collections from casinos divided by the
total net gambling revenues, or AGR, of casinos. As listed in table 3.5, Illi-
nois levied the highest average tax rate at 46.7 percent, while Nevada as-

sessed the lowest tax rate on casino revenues at 8.4 percent for 2004. Table
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3.5 also indicates the stability of tax revenues as a percentage of AGR, with

the average tax rate increasing by slightly more than three percentage points

in the five-year period. As presented, the average tax rates on AGR for all

casino states rose from 13.2 percent in 1998 to 16.4 percent in 2004. Ad-

TABLE 3.4. Commercial tax collections (in millions of dollars), 1998—2004
Compound
Yearly
Growth
1998 1999 2000 2001 2002 2003 2004 1998—-2004 (%)
Colorado 63.0 728.0 82.1 92.0 98.2 95.6 99.6 8.7
linois 337.0 419.0 512.0 555.2 666.1 719.9 801.7 16.4
Indiana 370.0 425.0 453.5 492.6 544.7 702.7 760.5 13.7
lowa 96.0 214.0 206.3 216.9 249.3 209.7 252.7 16.9
Louisiana 315.0 324.0 381.0 374.8 414.2 448.9 436.9 7.3
Michigan N.A. 30.0 170.8 219.3 249.1 250.2 279.4 70.0
Mississippi 262.0 302.0 320.0 322.6 331.7 325.0 333.0 4.4
Missouri 251.0 275.0 304.0 322.7 357.6 369.0 403.1 8.1
Nevada 586.0 635.0 707.6 688.0 718.7 776.5 887.0 5.8
New Jersey 319.0 330.0 342.0 342 .4 403.7 414.5 470.7 5.4
South Dakota 3.4 3.7 4.8 4.5 5.1 5.5 11.9 10.3
All casino states  2,602.4 3,685.7 3,484.1 3,631.0 4,038.4 4,317.5 4,736.5 10.7
Source: American Gaming Association, 1998—-2004 surveys.
N.A. = not available
TABLE 3.5. Average tax rate on AGR for commercial casinos by state,
1998—-2004 (%)
1998 1999 2000 2001 2002 2003 2004
Colorado 13.2 11.4 13.0 14.6 13.6 13.7 13.7
Mlinois 30.6 29.9 30.1 30.8 37.0 42.1 46.7
Indiana 33.6 28.3 26.7 27.4 25.9 31.5 32.1
Towa 19.4 25.0 23.3 23.5 25.6 20.5 23.7
Louisiana 24.2 23.1 21.2 20.8 20.7 22.3 20.2
Michigan N.A. 18.1 23.0 21.9 22.6 22.1 23.5
Mississippi 11.9 12.1 11.9 11.9 12.3 12.0 12.0
Missouri 29.4 29.3 30.5 29.3 27.5 27.7 27.4
Nevada 7.2 7.1 7.4 7.2 7.6 8.1 8.4
New Jersey 8.0 7.9 8.0 8.0 9.3 9.2 9.8
South Dakota 7.7 7.7 9.3 7.7 7.7 7.7 15.3
u.s. 13.2 13.4 13.9 14.2 15.2 16.0 16.4

Source: Author calculations based on American Gaming Association data. Tax rate is equal

to total gaming taxes paid divided by AGR.

N.A. = not available
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ditionally, it must be noted that these percentages do not include admission
fees, which are not considered part of AGR. The data in table 3.5 suggest
that the national recession encouraged legislators to revisit this financial
source to help solve the state and local fiscal crisis, with the average tax rate
growing by a full percentage point between 2001 and 2002.

Table 3.6 shows the relative dependence of each commercial casino state
on casino tax collections, with Nevada and Mississippi depending more heav-
ily on casino tax generation to finance government activities than other
casino states. In terms of the share of taxes collected from casinos, states
ranged from 1.1 percent for South Dakota to 18.7 percent for Nevada. Data
indicate that each state’s casino tax collections grew more quickly than other
tax receipts, thus showing an increasing reliance among the casino states on
casino taxes. lowa experienced the largest increase in casino taxes as a per-
centage of total tax collection, growing by 2.9 percentage points in six years.

Data in the preceding tables understate the increasing dependence of
states on casino tax collections. For example, on June 23, 2005, Pennsylva-
nia governor Edward G. Rendell issued the following statement after the
Pennsylvania Supreme Court issued a ruling in Pennsylvanians Against Gam-
bling Expansion Fund, Inc. et al., v. Commonwealth of Pennsylvania, et al., uphold-

ing Act 71, which expanded gaming in Pennsylvania.

TABLE 3.6. Casino taxes as a percentage of total tax collections,
1998-2004

1998 1999 2000 2001 2002 2003 2004
Colorado 1.0 1.1 1.1 1.3 1.4 1.4 1.4
llinois 1.7 2.0 2.1 2.4 3.0 3.2 3.1
Indiana 3.6 4.0 4.3 4.7 5.2 6.0 6.4
Iowa 2.0 4.3 4.0 4.2 5.0 4.1 4.9
Louisiana 5.3 5.4 5.7 5.1 5.9 6.2 5.4
Michigan N.A. 0.1 0.7 1.0 1.1 1.0 1.2
Mississippi 5.9 7.4 7.2 6.6 6.6 6.4 6.5
Missouri 3.0 3.2 3.5 3.6 4.1 4.2 4.4
Nevada 18.3 20.6 21.2 19.7 21.9 18.4 18.7
New Jersey 1.9 1.9 1.8 1.8 2.1 2.0 2.2
South Dakota 0.5 0.5 0.6 0.5 0.5 0.5 1.1
All casino states 2.6 2.9 3.1 3.2 3.6 3.7 3.9

Source: Authors’ calculations based on American Gaming Association and U.S. Census

Bureau data.
N.A. = not available
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The Administration is incredibly pleased that the Supreme Court upheld
the majority of Act 71, which legalizes slot machine gaming in the com-
monwealth. It is a complete vindication of the Act, the process and the
hard work and thoughtful drafting that many people put into creating
this bill.”

And in 2004, the Michigan House of Representatives passed a bill dou-
bling the tax rate on Detroit’s three casinos, pushing it to 36 percent. The
Michigan casinos warned that, if taxed at the higher rate, they would not
build the new hotels they had promised for downtown Detroit and would
have to reduce marginal operations, such as table games, with resulting job
losses. Furthermore, casino officials made the case that such action could ac-
tually result in lower tax collections for the state, as it did in Illinois when
the state raised taxes on its riverboat casinos and the state experienced a 6.6
percent drop in gaming revenues. In the end both sides compromised, and
Michigan governor Jennifer Granholm signed a bill that increased tax rates
on casinos from 18 percent to 24 percent.

But does increasing the casino tax rate produce higher casino tax collec-
tions? Just as expressed by Michigan casino leaders, Illinois presents an in-
teresting case on the sensitivity of gambling tax collections to changes in
gambling tax rates. In 2003, the Illinois legislature and the governor imple-
mented a top-tax rate of 70 percent on AGR. Illinois’s new wagering tax
ranged from 15 percent of AGR up to $25 million, but it increased to 37.5
percent on AGR between $25 million and $50 million and escalated to 70
percent for AGR over $250 million. Prior to 1998, Illlinois’s wagering tax
had held steady at a flat 20 percent when the state began to tap the industry
for added revenues and implemented massive tax hikes, first a 50 percent
rate in 2002 followed by the more recent increase to 70 percent in 2003.

Figure 3.3 profiles Illinois effective tax rates and Illinois AGR as a per-
centage of U.S. AGR from 1998 to 2004. As presented, from 1998 to 2001,
when Illinois effective tax rates on casino AGR ranged from 25.9 percent in
1998 to 30.8 percent in 2001, Illinois expanded its relative position in the
United States, growing from 5.6 percent of U.S. AGR in 1998 to 7.0 per-
cent in 2001. However, beginning in 2002, the first year of the large tax
hike, llinois’s growth in AGR moved below U.5. AGR, with its share drop-
ping to 5.9 percent by 2004. These data, at least superficially, indicate the

sensitivity of gambling revenues to tax rates on AGR.
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Fig. 3.3. Hlinois casino tax rates and AGR as percentage of LLS. AGR, 1998-2004

Figure 3.4 shows average tax rates versus percentage of U.S. AGR for the
eleven commercial casino states for 2004. There appears to be a nﬁzgat’ive re-

lationship. That is, higher casino tax rates produce lower casino market shares.
HOW ARE CASINO TAXES SPENT?

Fach commercial casino state has enacted legislation that specifies how
casino tax collections will be spent. The spending targets vary widely and are
often used to support popular causes, in addition to sharing revenues with
state and local governments. For example, Colorado directs that regulatory
costs must first be repaid from gaming revenues, after which 28 percent is
distributed for the purpose of funding historical preservation grants. Such
grants would be important for the purpose of developing tourism.® The re-
mainder is divided between state and local governments. In contrast, Illinois
allows local governments to share 5 percent of AGR and half the admission
tax, but the remainder of its substantial tax collections goes to the state.’
Indiana’s code contains a complex set of directions for revenue disposi-
tion, which vary by the type of casino involved. A substantial portion of these

revenues—up to 37.5 percent—is required to be deposited in a special

Effective tax rate



Percent of U.S. AGR

40.0%

35.0%

30.0%

25.0%

20.0%

15.0%

10.0%

Governing Fortune 42

-

5.0%

0-0% T T \/ T T T T T T

0.0% 5.0% 10.0% 15.0% 20.0% 25.0% 30.0% 35.0% 40.0% 45.0%

Average casino tax rate

Fig. 3.4. Average casino tax rates versus percentage of U.S. AGR for 2004

property tax replacement fund.® Both state and local governments poten-
tially benefit from gaming revenues according to complex formulas appar-
ently designed to mollify different political constituencies.

Both Iowa’ and Louisiana'® share requirements that a portion of their
casino revenues be deposited into a fund designated to address problem
gambling. In lowa, a special fund is also available to fund community im-
provements. 1 Targeted spending benefits in Louisiana include education and
law enforcement. Michigan shares similar policy goals, as its laws specify
that the distribution of casino tax revenue shall go to K—12 public education
in Michigan and to capital improvements, youth programs, and tax relief in
the city of Detroit.? Michigan’s casino legislation also creates certain funds
for the operation of the Michigan Gaming Control Board to license, regu-

late, and control casino gaming and funds for compulsive gambling preven-

g
tion programs and other casino-related state programs. 3

As these varying provisions illustrate, funding important public activities
like historical preservation or education can involve providing additional tax
revenues instead of tax relief. However, when the funds are primarily avail-

able to the state general fund, or when they are designated for the purpose

50.0%
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of tax relief, the political promise inherent in casino gambling deserves

closer scrutiny.
DO CASINOS GENERATE TAX RELIEF?

Each year the AGA surveys approximately one thousand adults from across
the nation to gauge attitudes toward casino gambling in America. In the sur-
veys between 1996 and 2005, the AGA asked respondents whether they
thought legalized casino gambling was a good way to add to tax collections
without raising noncasino patrons’ taxes. Figure 3.5 shows the percentage
of survey participants who agreed that this was an effective methodology of
tax generation. As displayed, 67.0 percent of those surveyed in 2005 agreed
with this taxing methodology.

While over the past decade between 60 and 70 percent of Americans
judged casinos as a good method of raising tax collections, it is debatable
whether casinos provide any tax relief for taxpayers in the state. To combat
local opposition, politicians appear to have taken the position that it is good
policy to attract casino spending from other states. The location of new casi-
ge. Outside

&
of Nevada, a high share of commercial casinos is within close proximity of

nos reflects the targeted goa} of attracting cross-border patrona

the state border. Political leaders consider these cross-border patrons as a
rich deposit of tax revenues from nonconstituents. Moreover, to the extent
that gambling produces social costs, these costs are likely to return home
along with the gambler, thus becoming a drain on another jurisdiction’s so-
cial services. lowa, for example, receives roughly 50 percent of its casino tax
collections from four of its thirteen casinos that are located less than one
mile from its border with Nebraska.'*

Unfortunately, the quest for tourism-funded gambling has been hard to
achieve, and it is not always possible to raise revenues from residents of
other states. As casinos proliferate, interest in tourism for the purpose of
gambling understandably wanes. As a result, casino revenues (and associated
taxes) come increasingly from local patrons. Local patronage still generates
gambling taxes from willing participants, which might be viewed as politi-
cally preferable to forced exactions from the general population. Governor
Rendell of Pennsylvania announced that the tax revenue from the sixty-one
thousand slot machines allowed by recent legislation would be used to pro-

vide property tax relief. Clearly, political leaders in Pennsylvania, much like
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their counterparts in other states, view gambling as a ready and willing
source of tax dollars. However, expanded gambling also presents a concern
that local citizens (including those who do not participate in gambling at all)
may also be bearing some hidden social costs. To this extent casinos would
provide little tax relief.

Table 3.7 shows taxes as a percentage of personal income from 1998 to
2004. In 1998, noncasino taxes as a percentage of personal income were 6.6
percent in noncasino states and 6.1 percent in casino states. However, by
2004, the rate had dropped to 6.1 percent for noncasino states and 5.8 per-
cent for casino states. Thus during the period of rapid growth in casino rev-
enues and tax collections, the effective tax rate in noncasino states dropped
more than in casino states. While this is certainly not definitive, it does sug-
gest that casinos have not played an important role in reducing the tax bur-
den for taxpayers in casino states.

Table 3.8 provides a measure of the extent to which casinos provide relief
from local taxes. The table shows taxes per one thousand dollars of personal

income for casino states and for noncasino states for 1991 and 2001. The year
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1991 was chosen because, except for Nevada and New Jersey, no casinos had
opened in any states at that time. The year 2001 was selected because it was
the latest year for which both state and local tax data were available.

For property taxes, noncasino states clearly had a more positive experi-
ence than casino states. In terms of state property taxes, noncasino state
taxes, per one thousand dollars in personal income, declined by 51.2 per-
cent while casino state taxes actually rose by 75.0 percent. For local prop-
erty taxes, much the same is calculated, with noncasino state taxes declining
by 32.0 percent and casino state taxes declining by a much smaller 13.4 per-
cent. Much the same trend is detected in other taxes. For example, sales
taxes per one thousand dollars of personal income in noncasino taxes de-
clined by 29.7 percent and 17.6 percent for state and local sales taxes, re-
spectively. But for noncasino states, sales taxes per one thousand dollars of
personal income declined by a much lower 2.4 percent and 3.5 percent for
state and local taxes, respectively. This same pattern is observed in income
taxes and overall taxes, as noncasino state taxes, per one thousand dollars of
personal income, dropped by much higher rates than casino state taxes.

Table 3.9 contains data for the same two time periods, 1991 and 2001.
Only categories for which the definition of spending did not change between

the two years are listed. Data indicate that noncasino states reduced their

TABLE 3.7. Noncasino taxes as a percentage of personal income,
1998-2004

1998 1999 2000 2001 2002 2003 2004

Colorado 5.1 5.2 5.0 4.7 4.4 4.2 4.2
Ilinois 5.4 5.5 5.9 5.5 5.3 5.3 5.6
Indiana 6.7 6.7 6.1 5.9 5.7 6.2 6.0
Towa 6.7 6.5 6.4 6.2 5.8 5.8 5.3
Louisiana 5.8 5.8 6.1 6.4 5.8 5.8 6.2
Michigan N.A. 7.4 7.8 7.5 7.3 7.6 7.3
Mississippi 7.6 6.7 6.9 7.2 7.4 7.0 6.8
Missouri 5.8 5.8 5.5 5.6 5.2 5.1 5.0
Nevada 5.0 4.3 4.3 4.3 3.9 4.9 4.9
New Jersey 5.7 5.7 5.7 5.6 5.5 5.8 5.7
South Dakota 4.2 4.1 4.4 4.6 4.8 4.7 4.5

Total casino states 6.1 6.0 6.1 5.9 5.7 5.8 5.8

All noncasino states 6.6 6.6 6.7 6.5 6.1 6.1 6.1

Source: Author calculations from U.S. Census Bureau data.

N.A. = not available



Governing Fortune 46

education spending per $1,000 of personal income at a much higher rate than
noncasino states. Noncasino states reduced their education spending by 16.7
percent for state expenditures and 0.6 percent for local expenditures. Casino

states actually increased their relative education spending at the state level by

TABLE 3.8. Taxes per $1,000 of personal income, casino versus
noncasino states, 1991, 2001

State Taxes Local Taxes
Noncasino Casino Noncasino Casino
States States States States
Property, 1991 $1.78 $0.66 $34.90 $38.90
Propcrty, 2001 $0.87 $1.15 $23.74 $33.67
Percent change —51.2 75.0 —32.0 —13.4
General sales, 1991 $23.13 $20.95 $4.97 $4.26
General sales, 2001 $16.26 $20.46 $4.09 $4.11
Percent change —29.7 —2.4 —17.6 —3.5
Income—individual & corp., 1991 $26.93 $24.57 $3.10 $0.92
Income—individual & corp., 2001 $19.37 $22.63 $2.15 $0.78
Percent change —28.1 —7.9 —30.7 —15.1
All taxes, 1991 $70.76 $62.67 $47.40 $47.01
All taxes, 2001 $48.72 $59.60 $33.51 $41.86
Percent change —31.1 —4.9 —29.3 —11.0

Source: Authors’ calculations based on U.S. Census Bureau data.

TABLE 3.9. Government spending per $1,000 of personal income,
casino versus noncasino states, 1991, 2001

State Spending Local Spending
Noncasino Casino Noncasino Casino
States States States States
Education, 1991 $5.81 $6.78 $2.05 $2.37
Education, 2001 $4.84 $7.02 $1.48 $2.36
Percent change —16.7 3.5 —28.1 —0.6
Parks and recreation, 1991 $0.55 $0.60 $2.70 $2.78
Parks and recreation, 2001 $0.09 $0.22 $0.49 $0.85
Percent change —83.4 —63.6 —82.0 —69.4
Housing and community deve]opment, 1991 $0.34 $0.32 $3.64 $1.74
Housing and community development, 2001 $0.05 $0.06 $0.37 $0.30
Percent change —85.9 —80.8 —89.9 —82.9

Source: Authors’ calculations based on U.S. Census Bureau data.
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3.5 percent but reduced their relative education spending at the local level by
0.6 percent. Given that in many states, a high share of casino revenues goes
to education, this is not surprising,

Much the same pattern is calculated for parks and recreation and housing
and community development spending with expenditures per $1,000 of
personal income declining at a faster pace for noncasino states than for
casino states.

Another method of examining the impact of casinos on taxes is to analyze
the change in the relative size of state and local government before and after
the introduction of a casino. The location quotient (LQ) is one of the most
frequently used tools in economic geography to examine how a particular
change, in this case a new casino, changes the distribution of employment.
This technique compares the county economy to the state economy, in the
process attempting to identify specializations in the local economy. To calcu-
late the LQ you simply divide the county’s share of employment in an indus-
try by the state’s share of employment in the same industry. Equation (1)

below indicates how the LQ) is calculated.

LO = % of county empl@yment in jndu,stry K / % of state

e
employment in industry K. (1)

According to equation (1), an LQ of 1.0 indicates that a county has its ex-
pected share of employment in industry K. On the other hand, suppose a
county has 10 percent of its workforce in state and local government and the
state has only 5 percent of its workforce in state and local government. In
this case the LQ is 2.0, indicating that the county has twice its expected
share of employment in state and local government. Casino opponents
argue that casinos produce an increase in the size of the local police force,
thus precipitating an increase in the county’s LQ for government workers.
However, irrespective of casinos, a county’s L.Q may be greater than 1.0.
For example, a county with a state prison would likely have an LQ for gov-
ernment greater than 1.0.

But by comparing a county’s LQ for state and local government employ-
ment before and after the addition of a casino, one can determine the extent
to which the size of government expanded to accommodate the increased
social services demands produced by the casino or contracted due to econ-

omies of scale for the delivery of social services. Alternatively, a decline in
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the LQ indicates that the county s nongovernment sectors grew more ro-
bustly than these same industries at the state level, pointing to potential ben-
efits to the county’s taxpayers from casino operations.

Table 3.10 compares casino counties by state for the year before casinos
were added and for 2003. As presented, five of ten states' experienced little
change in the relative size of government between the introduction of casinos
and 2003. lowa, Illinois, Indiana, Michigan, and Missouri had LQs in 2003 vir-
tually the same as LQs prior to the introduction of casinos. On the other hand,
four states experienced a reduction in the relative size of the government sec-
tor after the introduction of casinos. Colorado, Mississippi, New Jersey, and
South Dakota all experienced a relative decline in the size of the government
sector upon the introduction of casinos. Only Louisiana saw the relative size
of its government sector expand significantly with the introduction of casinos.

Data in table 3.10 provide evidence that casino counties in Colorado,
Mississippi, New Jersey, and South Dakota grew the relative size of their
nongovernment workforce at a much faster pace than noncasino counties in
the state, with significant declines in the LQ for government. On the other
hand, casino counties in Louisiana, with a significant increase in the LQ for
government, expanded the relative size of their government workforce at a
much faster pace than noncasino counties in the state.

However, average LQs for casino counties in the state likely mask changes

for a particular county. As listed in table 3.11, the impacts at the individual

TABLE 3.10. Average government location quotients for casino
counties before casino operations and in 2003

First Year

of Casino LQ before
Casino Counties in Operations Casinos LQ in 2003
Colorado 1991 1.36 0.86
lowa 1991 0.72 0.72
Hlinois 1991 1.04 1.04
Indiana 1995 0.97 0.96
Louisiana 1993 0.87 0.95
Michigan 1998 0.98 0.99
Missouri 1994 0.77 0.77
Mississippi 1992 0.82 0.69
New Jersey 1978 1.30 0.94
South Dakota 1989 1.14 0.90

Source: Author calculations from U.S. Burecau of Economic Analysis.



TABLE 3.11. Impact of casino on goverment location quotient

Year LQ
Casino before LQ in
State County FIPS Opened Casino 2003 Change
IL Rock Island 17161 1992 0.79 0.88 0.09
LA Orleans 22071 1994 0.93 1.02 0.09
IA Lee 19111 1991 0.82 0.90 0.09
MO Jackson 29095 1994 0.88 0.94 0.06
MO Clay 29047 1994 0.91 0.97 0.06
IN Lake 18089 1996 1.02 1.07 0.05
MO St Charles 29183 1994 0.74 0.79 0.05
MO Buchanan 29021 1994 1.06 1.12 0.05
LA Caddo 22017 1994 0.90 0.94 0.05
MS Greenville 28151 1994 0.98 1.01 0.03
1A Woodbury 19193 1993 0.77 0.80 0.03
IA Dubuque 19061 1991 0.48 0.51 0.03
IL Tazewell 17179 1991 0.88 0.90 0.02
LA Calcasieu 22019 1993 0.88 0.90 0.02
IL Kane 17089 1991 0.97 0.98 0.01
MS Adams 28001 1993 0.81 0.82 0.01
IA Clinton 19045 1991 0.76 0.77 0.01
LA East Baton Rouge 22033 1994 1.29 1.30 0.01
MO Platte 29165 1994 0.60 0.61 0.01
IN Vanderburgh 18163 1995 0.64 0.65 0.01
1A Polk 19153 1995 0.74 0.73 —0.01
IA Osceola 19143 2000 0.74 0.73 —0.01
TA Scott 19163 1991 0.66 0.63 —0.03
MO St Louis 29189 1994 0.65 0.61 —0.04
IL Will 17197 1992 1.33 1.27 —0.05
LA Jefferson 22051 1994 0.62 0.56 —0.06
MO Lewis 29111 2001 1.29 1.22 —0.07
IA Pottawattamie 19155 1996 0.95 0.88 —0.08
MS Hancock 28045 1992 0.76 0.67 —0.09
MS Harrison 28047 1992 0.74 0.64 —0.09
MS Warren 28149 1993 0.69 0.60 —0.10
IN LaPorte 18091 1997 1.30 1.19 —0.10
MO Cooper 29053 1996 1.44 1.32 —0.12
IL St Clair 17163 1993 1.10 0.96 —0.14
IN Harrison 18061 1998 1.09 0.94 —0.15
LA Bossier 22015 1994 0.91 0.76 —0.15
IA Clayton 19043 1994 1.02 0.86 —0.15
IN Dearborn 18029 1996 1.18 1.01 —0.17
MO Pemiscot 29155 1995 2.18 1.99 —0.18
SD Lawrence 46081 1989 1.14 0.90 —0.24
CO Teller 8119 1991 1.30 1.02 —0.28
IL Massac 17127 1993 1.53 1.25 —0.28
MS Coahoma 28027 1994 1.36 1.06 —0.30
N] Atlantic 34001 1978 1.30 0.94 —0.35
IN Switzerland 18155 2000 1.46 1.01 —0.45
MS Tunica 28143 1992 0.92 0.32 —0.60
IN Ohio 18115 1996 1.67 0.93 —0.74
cO Gilpin 8047 1991 1.79 0.59 —1.20

Source: Author calculations based on U.S. Bureau of Economic Analysis data.
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county level before and after the opening of a casino are more enlightening.
According to the results, twenty-one counties experienced an increase in
the relative size of government, with Rock Island County in Illinois seeing
the largest rise in the size of government. On the other hand, twenty-seven
counties saw a decline in the relative size of government before and after the
introduction of casinos, with Gilpin County in Colorado experiencing the
largest decline in the relative size of government.

How do casino counties that appeared to benefit from casinos in terms of
the relative size of government differ from those that did not? Table 3.12
lists answers to that question by comparing counties in which the LQ for
government increased (column 1) to counties in which the LQ for govern-
ment decreased (column 2). As presented, counties that benefited tended to
have a smaller population, lower density, and lower per capita income. Fur-
thermore, counties in which the LQ for government declined experienced
higher income, population, and employment growth over the course of the
decade than counties in which the LQ for government increased.

Results in table 3.12 are not unexpected. They indicate that counties like
Gilpin in Colorado, which was small in population, income, and employ-
ment before the casino opening, tended to benefit more than counties that
were large in terms of population, income, and employment before the
casino opening, such as Orleans in Louisiana, a county large in all three of

these factors.

TABLE 3.12. Profile of gainers and losers in casino counties

Increased Decreased
Relative Relative
Size of Size of
Government Government
Population before casino 154,200 31,735
Population density before casino (persons per square mile) 281 64
Population growth, 1990—-2003 (%) 3.5 7.4
Per capita income before casino (§) 17,657 15,461
Per capita income growth, 1990—2003 (%) 60.9 67.9
Employment before casino 84,056 13,224
Employment/population, 2003 (%) 58.8 53.6
Employment growth, 1990—-2003 (%) 10.9 22.7

Source: U.S. Bureau of Labor Statistics, U.S. Census Bureau, U.S. Bureau of Economic

Analysis.
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State and local governments have become increasingly dependent on
gambling taxes to support spending, From the data, it is clear that states de-
rive significant tax advantages from commercial casinos in comparison to
tribal casinos, with the tax rate almost four times as high for commercial
casinos. Only Connecticut’s 20.0 percent rate rivals that of commercial
casino states.

While tax collections from casinos have grown dramatically over the
years, data suggesting significant benefits to the taxpayer in the casino state
are less compelling. Taxpayers in casino states did not experience benefits in
terms of taxes as measured against personal income. Moreover, data indicate
that casinos have no perccptibie impact on property taxes. However, with
only sixty-one commercial casino counties, impacts are difficult to detect.

Data indicate that the benefits to the taxpayer are likely dependent on the
characteristics of the county before the opening of the casinos. Data suggest
that counties with smaller and less dense populations and lower per capita

income tend to benefit from casinos more than otherwise situated counties.



4. Casinos as Economic Development Tools

Locai and state governments look at casinos as sources of taxes, gamblers
see casinos as entertainment venues, and pathological gamblers gauge casi-
nos as adversaries. Other entertainment providers view casinos as competi-
tors but with inherent and insurmountable advantages. A wide swath of pol-
icymakers asserts that casinos create economic opportunities in the form of
more jobs and higher pay for area residents. These casino advocates argue
that casinos promote tourism, create jobs, spur economic deveiopment, and
generate additional tax revenue for education and other needs. However,
other policymakers and researchers contend that casinos simply rearrange
employment in the area, offering no significant change in employment op-
portunities or in income gains. In the previous chapter, we examined the
casino as a tool to reduce or alter relative tax burdens. In this chapter, we
investigate casino contributions to economic development as defined by job
growth, income growth, and changes in unemployment rates.

In a 2004 study published by the Federal Reserve of St. Louis, researchers
examined the impact of casinos on economic devciopm@nt,l The lead re-
searcher, Thomas Garrett, concluded that casinos create true economic de-
velopment only when there is an increased “value” to society. He found that
the addition of casinos into an area may produce business bankruptcy and
higher levels of unemployment for the areas, thus reducing value. He found
that the net change in local area jobs may be less than the additional casino
jobs. At the same time, however, he noted that casino gaming may increase
total employment when casinos indirectly generate noncasino jobs in the
local area as a result of increased demand for noncasino goods and services.
Furthermore, he concluded that casinos may have a positive impact on area

income when previously unemployed workers become employed or when
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individuals move into the area to take new casino jobs. A portion of the
added income will then be spent on locally provided goods and services such
as housing and entertainment.

In a 2005 research study, Garrett and Nichols, examining three destina-
tion casino arcas, concluded that casinos do indeed export bankruptey to the
state in which the casino patron resides.’ Using survey data, the authors cal-
culated the number of visits from each state to casino resort destinations in
Nevada, New Jersey, and Mississippi and found strong evidence that states
having more residents who visit out-of-state casino resorts have higher bank-
ruptcy filings. And in a 2005 study, Goss and Morse found that, after an initial
increase in personal bankruptcy rates, counties that legalized casino gambling
experienced lower personal bankruptcy rates during the first several years of
casino operatiom.3 However, the researchers concluded that those rates then
increase, rising above those of noncasino counties after nine years of opera-
tions. By the thirteenth year of casino operations, the estimated bankruptcies
per one thousand in population are 6.7 for counties that added casinos com-
pared to 5.2 for noncasino counties. For the period of time covered by their
analysis, this amounts to a compound annual growth rate in personal bank-
ruptcies that is 2.3 percent higher for the county that added a casino than for
an equivalent noncasino county.

Focusing on tribal casinos in a 1998 study, the Economics Research
Group concluded that casinos make important job contributions to an area.”
In examining 214 tribes, they found that the unemployment rate had fallen
by 13 percent for tribes with casinos while there was no change for tribes
without casinos. And in investigating four tribal casino locations, they mea-
sured significant declines in the unemployment rate before and after the
casino opened. They calculated that for the Ho-Chunk tribe in Wisconsin,
the rate declined from 19 percent to 6 percent; for the Oneida tribe, also
in Wisconsin, the unemployment rate decreased from 19 percent to 4 per-
cent; for the Chippewa tribe in Michigan, the rate dropped from 49 percent
to 32 percent; and for the Sioux tribes in North Dakota and South Dakota,
the unemployment rate plummeted from 62 percent to 29 percent.

In a 1998 study of one hundred communities, forty of which had casinos,
the National Opinion Research Center (NORC) at the University of
Chicago reported that communities with a casino within a fifty-mile radius

experienced a 1 percent decline in their unemployment rate, a 17 percent
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decrease in unemployment insurance benefit payments, and a 13 percent
drop in per capita welfare costs. In comparing reservations with casinos
against reservations without casinos, Taylor and Kalt found that between

1990 and 2000 real per capita income grew by 36 percent, 21 percent, and

&
11 percent for tribes with casinos, tribes without casinos, and the United
States, zre,s‘pectiVseiy.5 During the same period the researchers calculated that
unemployment rates declined by 4.8 percent, 1.8 percent, and 0.5 percent
for tribes with casinos, tribes without casinos, and the United States, re-
spectively. Clearly, their evidence implies significant positive economic de-
velopment impact for tribal populations with casinos.

Goss concluded that yearly operation of an Omaha, Nebraska, casino
would add $17.5 million in yearly wages and salaries, $58.4 million in
yearly sales and support, and 1,008 jobs for the metropolitan area, with
roughly $27.0 million in tax collections added each year.(" However, for the
rest of Nebraska outside of Omaha, he estimated that yearly operation of an
Omaha, Nebraska, casino would reduce yearly wages and salaries by $6.3
million, yearly sales by $24.7 million, and jobs by 61 3.7 He found that an
Omaha, Nebraska, casino would likely increase the yearly crime rate by 1.5
percent to 7.9 percent but would have negligible impacts on the area’s
poverty rate. The primary reason for the low impact on crime and other so-
cial parameters is due to the fact that the Omaha Metropolitan Statistical
Area (MSA) had three exisiting casinos on the Iowa side of the MSA.

The remainder of this chapter investigates casinos as business entities and
as instruments of economic development. The next section investigates how
this rapid growth in overall

gambiing revenues has affected the size of the

Casino.
THE TYPICAL U.S5. CASINO

As presented in earlier chapters, the casino industry is a high-growth indus-

try, with AGR expanding at a compound annual growth rate of 8.0 percent
s L. L

over the past five years. Typically, companies experiencing high growth, such

as casinos, tend to pay less attention to cost Cutting. However, when revenue

growth slows, corporations, including casinos, begin to focus on costs and

&
the bottom line. To date, casinos have yet to experience significant pullbacks
in growth and have consequently paid less attention to costs and more con-

sideration to revenues.
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Just as casino AGR has expanded, the average size of U.S. casinos has in-
creased steadily since 1998.Table 4.1 profiles casino size from 1998 to 2003
based on data from the U.S. Census Bureau’s County Business Patterns. In 1998,
the average stand-alone casino in the United States employed 201 workers.
By 2003, the average stand-alone casino employed 265 workers. During this
same period of time, casino hotels grew from an average workforce of 988
employees in 1988 to 1,208 employees in 2003. Furthermore, in 1998, 11.4
percent of stand-alone casinos employed more than 500 workers, while 30.6
percent employed fewer than 5 workers. By 2003, 15.9 percent of stand-
alone casinos had employment levels greater than 500, but only 17.7 percent
had workforces less than 5 workers. In 1998, 47.8 percent of casino hotels
employed more than 500 workers and 10.2 percent employed fewer than 5
workers. By 2003, 59.2 percent of casino hotels employed more than 500
workers while only 6.3 percent employed fewer than 5 workers.

During this time span, U.S. casino employment rose by 11.0 percent per
year, while the annual payroll increased by 16.4 percent per year. Conse-
quently, average pay for stand-alone casino workers climbed from $21,792 in
1998 to $25,134 in 2003 .8 Table 4.2 shows casino employment and pay trends
between 1998 and 2003. For casino hotels, average pay grew from $23,771 in
1998 to $26,121 in 2003. For both stand-alone and casino hotels, average pay
was significantly higher than for the average firm in the amusement and recre-
ation industry and in the accommodation industry. The inescapable fact from

the data in tables 4.1 and 4.2 is that stand-alone casinos and casino hotels are

TABLE 4.1. Average employment size for casinos, 1998-2003

Average Number of Percentage with 1—4 Percentage with More
Employees per Casino Employees than 500 Employees
Stand-alone Casino Stand-alone Casino Stand-alone Casino
Casinos Hotels Casinos Hotels Casinos Hotels
1998 201 988 30.6 10.2 11.4 47.8
1999 235 1,071 27.5 10.8 13.9 50.2
2000 280 1,082 23.6 10.4 15.5 48.6
2001 278 976 26.5 9.9 15.5 45.7
2002 292 907 23.3 15.9 15.5 44 .4
2003 265 1,208 17.7 6.3 15.9 59.2

Source: Authors’ calculations from U.S. Census Burcau, County Business Patterns.
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growing in employment size and average pay, making them even more prized
by the economic development community and politicians.

Table 4.3 lists the number of casinos, number of casino workers, and per-
centage of the workforce employed by commercial casinos in each state for
the year 2004 as reported by the AGA. Supporters of casino expansion often
point to the positive economic contributions of casinos, particularly in the
area of employment. According to the AGA, 445 commercial casinos in
eleven states employed 349,210 workers in 2004, for an average of 785
workers per casino. These workers earned an aggregate of $11.837 billion,
or an average of just over $33,600 per worker.” AGA data differ from U.S.
Census data due to different definitions of casinos and methodology used to
count empbyment.

The average number of workers per casino ranged from 51 in South
Dakota to 3,793 in New Jersey. The impact of casino employment is clearly
more significant in Nevada than in any other state, as over 17 percent of its
worktorce is employed in casinos. Mississippi places a distant second, with
approximately 3 percent of its workforce employed in casinos, with other
states trailing far behind. However, it should be noted that table 4.3 over-
states the number of casino workers since it includes hotel and lodging em-
ployees. There is a significant difference between the numbers reported by
the AGA and by the UL.S. Census Bureau. The AGA lists 445 commercial casi-
nos while the U.S. Census Bureau reports 562 casinos. This difference may
stem from the number of smaller casinos in some states, particularly South
Dakota, that are not counted as casinos by the AGA. These smaller casinos are
often simply a portion of a restaurant or convenience store that has been des-

ignated as a casino and separated from the rest of the establishment.

TABLE 4.2. Employees and payroll for U.S. casinos, 1998—2003

Number of employces Annual pay per employee (§)
Stand-alone Casino Stand-alone  Casino Amusement
Casinos Hotels Casinos Hotels & Recreation  Accommodation

1998 119,820 291,489 21,792 23,771 15,449 17,586
1999 128,446 298,890 23,956 25,546 16,360 18,530
2001 150,218 311,576 23,913 26,135 16,858 19,453
2002 156,151 296,839 25,664 26,402 17,241 19,634
2003 163,956 301,909 25,134 26,121 17,591 20,113

Source: Authors’ calculations from U.S. Census Bureau, County Business Patterns.
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Data in the preceding tables show, to no one’s surprise, that casinos cre-
ate gambling jobs. However, the salient economic development question is,
What impact do casinos have on the size of the noncasino workforce and on
the value of income in the area where the casino is located?

Of course casinos have added casino jobs. However, opponents of casinos
argue that they cannibalize other jobs in the leisure and hospitality industry.
In order to investigate this issue, we once again calculate location quo-
tients.'” An LQ less than 1.0 indicates that the state has less than the nation
in the leisure and hospitality industry exclusive of casino jobs. An LQ
greater than 1.0 indicates that the state has a larger share of total employ-
ment in leisure and hospitality than the nation, again exclusive of casino
jobs. Table 4.4 lists LQs for each casino state for the year before casinos
were opened in the state and for 2005. Leisure and hospitality data were not
available for Nevada and New Jersey for the year preceding casinos opening
in those states. Additionally, reliable data were not available for racino states.

Data presented in table 4.4 indicate that in three states, Colorado, lowa,
and South Dakota, casinos appeared to draw jobs from noncasino firms.
However, for the remaining six states, and for casino states in total, casinos
appeared to not pull jobs from other firms in the leisure and hospitality in-

dustry and instead increased the state’s share of employment in noncasino

TABLE 4.3. Commercial casino employment by state, 2004

Casino
Number of Employment
Number of Casino as % of Total
State Casinos Workers Workforce

Colorado 46 7,703 0.3
Ilinois 9 8,628 0.2
Indiana 10 17,377 0.6
Iowa 13 8,799 0.6
Louisiana 18 20,048 1.1
Michigan 3 7,572 0.2
Mississippi 29 28,932 2.7
Missouri 11 11,200 0.4
Nevada 258 191,620 17.7
New Jersey 12 45,501 1.2
South Dakota 36 1,830 0.5
Total 445 349,210 1.3

Source: American Gaming Association and U.S. Burcau of Labor Statistics.
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TABLE 4.4. Leisure and hospitality location quotients for casino states
before casino opening and for 2005

Year

Casinos LQ before

Opened Casinos LQ for 2005
Colorado 1991 1.21 1.14
linois 1991 0.87 0.93
Indiana 1995 0.89 0.94
lowa 1991 0.91 0.90
Louisiana 1993 0.83 0.89
Michigan 1998 0.95 0.97
Mississippi 1992 0.33 0.80
Missouri 1994 0.99 1.00
South Dakota 1989 1.12 1.07
All casino states 0.93 0.96

Source: Authors’ calculations based on U.S. Bureau of Labor Statistics data.

leisure and hospitality firms. Of course, this result could stem from in-

creases in casino jobs reducing jobs outside of leisure and hospitality.

DO CASINOS CREATE NONCASINO JOBS AND
HIGHER INCOME?

Critics of casinos argue that increases in employment tied to gambling are
offset by losses in other nongambling entertainment firms. In addition, oth-
ers argue that casinos tend to make a location less desirable for other non-
gambling establishments, thereby failing to increase overall employment or
growth from 1995 to 2002 for noncasino counties compared to counties
that added casinos in 1993 and 1994. Casino counties are further divided
into tribal and commercial casinos.

As presented, counties that added a tribal casino in 1993 or 1994 experi-
enced much stronger employment growth than either noncasino counties or
commercial casino counties. The superior employment growing experience
of tribal casinos may stem from the fact that tribal casinos are more likely to
locate in rural or nonurban counties and will attract casino patrons and dollars
from outside the county. This finding is consistent with findings in chapter 3.
But, importantly, data in table 4.5 indicate that noncasino counties grew their

employment at almost twice the rate of commercial casino counties.
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Table 4.6 compares per capita income growth for noncasino counties,
tribal casino counties, and commercial casino counties. Again commercial
casino counties experienced the poorest growth, while tribal casinos saw
the best growth. But the performance gap between the three groups is much
smaller.

Data presented in tables 4.5 and 4.6 provide evidence that, in terms of
job and income growth, tribal casino counties outperformed both non-
casino and commercial casino counties and noncasino counties outper-
formed casino counties. One could certainly argue that factors other than

casinos ’produced the differences listed in the tables. In order to (:iisentang]e

TABLE 4.5. Change in county employment, 1995—-2002 (%)

Added Casino in 1993 or 1994

Tribal Commercial

Noncasino Casino Casino

1995-96 2.0 4.8 1.8
1996-97 2.2 4.1 1.9
1997-98 2.5 4.0 1.5
1998-99 1.9 3.6 1.2
1999-2000 2.3 3.2 1.2
2000-2001 0.0 0.9 —0.4
20012 —0.1 1.1 —0.6
1995-2002 11.3 23.8 6.7

Source: Authors’ calculations based on U.S. Burcau of Labor Statistics and Census Burcau
data.

TABLE 4.6. Change in county per capita income, 1995-2002 (%)

Added Casino in 1993 or 1994

Tribal Commercial
Noncasino Casino Casino
1995-96 6.0 5.3 4.4
199697 4.5 4.0 4.6
1997-98 4.9 5.1 5.1
199899 3.2 3.5 2.4
1999-2000 5.0 5.0 5.5
2000—-2001 3.6 4.2 3.5
2001-2 1.6 2.3 2.6
1995-2002 32.8 33.3 31.7

Source: Authors’ calculations based on U.S. Bureau of Labor Statistics and Census Bureau
data.
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the impact of casinos from other factors affecting per capita income and
employment growth, we apply regression analysis to the data. Equations
(4.1), (4.2), and (4.3) list the regression equation against factors hypoth-
esized to affect economic development. Data concerning population, in-
come, and employment for each county were obtained for each county
from the U.S. Census Bureau. Such data permit our regression formula to
evaluate different parameters and their potential impacts on economic de-
velopment. We also combed various data sources to determine the first
date in which a Class Il or commercial casino opened in a particular
county. In some cases when actual data were not available, we assumed
that a tribal casino opened in the same year as the compact date associated
with the operating tribe. Given the long time periods for operation of casi-
nos in Nevada and Atlantic City, we excluded from our analysis all Nevada
and New Jersey counties. This permitted a focus on relatively recent addi-
tions to the casino market, which would allow a more robust examination
of the exogenous impact of the casino as opposed to other county-specific

factors.
Emp = B, + B, PopDen + B, PBlack + 3, PO55 + [3, P2054
+ BJ PU20 + BéNE + f37 MA + BS ENC + B9WNC
+ B, ESC + B, WSC + B, MT + B, Year
-+ BM Casino + BISTime + BmTimez + €. (4.1)
PCaplnc = 3, + B, PopDen + B, PBlack + B, POS5 + B, P2054
+ 85 PU20 + BG NE + B~ MA + 88 ENC + §9V\7NC

+ B, ESC + B, WSC + B, MT + B, Year

2
-+ B14 Casino + BHTime + B%rl”imez + €. (4.2)

URate = Bo + Bl PopDen -+ {37 PRlack + 33 POS55 + B4 P2054
+ B, PU20 + B, NE + B, MA + B, ENC + B, WNC
+ B, ESC + B, WSC + B, MT + B, Year

+ B,, Casino + B, Time + Blfﬁmez + e 4.3)

6
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The dependent variables Emp, PCaplnc, and URate represent the
county’s level of employment, per capita income, and unemployment rate,
respectively. Table 4.7 contains a description of each variable used in the es-
timation of the three equations. This formula includes data on race and age,
which other studies have shown to have a disproportionate impact on eco-
nomic outcomes within a population. " Additionally, instead of using a con-
tinuous variable for Year, we use a binary variable for each year of the data
except for 1990.

Table 4.8 lists the results from the estimation of equations (4.1), (4.2),
and (4.3). As indicated, all casino variables are statistically significant in both
estimations. As presented, commercial casinos have a positive impact on per
capita income and employment and a negative impact on the county’s un-
employment rate. Tribal casinos have a positive effect on employment but a
negative impact on per Capita income and the (itounty’s unemploymeﬂt rate.
In all cases the influence of casinos is statistically significant.

However, the impact of a casino on the county differs according to how
long the casino has been in operation. For per capita income, the influence
rises, reaches a maximum, and then begins to decline. For the county’s un-
employment rate, the casino’s impact also rises, reaches a maximum, and
then begins to decline. In other words, the impact of time on each is
humped-shaped. For employment, the effect of a casino on employment de-
clines, reaches a minimum, and then begins to increase. That is, the shape of
the relationship between employment and time is U-shaped.

Thus, for a county adding a commercial casino (1) per capita income
rises with the opening of the casino, reaches a maximum impact in eight
years, and then begins to decline; (2) employment increases with the open-
ing of the casino, begins to decline for two years, reaching a minimum, and
then begins to grow; and (3) the county’s unemployment rate declines with
the opening of the casino, grows for four years, and then begins to decline
again. For a county adding a tribal casino, the impacts on employment and
unemployment rates are the same as those for commercial casino counties.
On the other hand, tribal casinos reduce per capita income upon opening,
After two years of rising and positive impacts on per capita income, casino
operations begin to negatively aflect per capita income.

Figure 4.1 profiles per capita income differences between commercial



TABLE 4.7. Definition of variables used in estimation of equations (4.1, 4.2, 4.3)

Variable Mnemonic Description

Employment Emp County employment in thousands; Source: U.S. Bureau of Labor
Statistics.

Per capita income PCaplnc County per capita income in thousands; Source: U.S. Bureau of
Economic Analysis.

Percent unemployment  Urate County unemployment rates; Source: U.S. Burcau of Labor
Statistics.

Population density PopDen County population per square mile; Source: U.S. Census Burcau.

Percent black PBlack Percentage of county population that is black; Source: U.S. Cen-
sus Bureau.

Percent over 55 POS55 Percentage of population over the age of 55; Source: U.S. Census
Bureau.

Percent 3054 P3054 Percentage of population ages 30—54; Source: U.S. Census
Bureau.

Percent under 20 PU20 Percentage of population under age 20; Source: U.S. Census
Burcau.

New England NE A binary variable equal to 1 if county is located in the New
England region; equal to 0 otherwise.

Mid-Atlantic MA A binary variable equal to 1 if county is located in the Mid-Atlantic
region; equal to O otherwise.

East North Central ENC A binary variable equal to 1 if county is located in the East North
Central region; equal to 0 otherwise.

West North Central WNC A binary variable equal to 1 if county is located in the West North
Central region; equal to O otherwisc.

East South Central ESC A binary variable equal to 1 if county is located in the East South
Central region; equal to 0 otherwise.

West South Central WSC A binary variable equal to 1 if county is located in the West South
Central region; equal to 0 otherwise.

Mountain MT A binary variable equal to 1 if county is located in the Mountain
region; equal to O otherwise.

Y car Ycar A binary variable cqual to 1 for cach year of the sample; equal to
0 otherwisec.

Casino Casino A binary variable equal to 1 if the county adds a casino; equal to
0 otherwise.

Time Time Number of years that casino is in existence; 0 for noncasino
counties.

Time? Time? Time X Time; added to recognize the nonlincar relationship be-

tween the length of time a casino is in business and its economic

impact.

Note: The New England region includes Connecticut, Maine, Massachusetts, New Hampshire, Rhode
Island, and Vermont. The Mid-Atlantic region includes New Jersey, New York, and Pennsylvania. The East
North Central region includes Illinois, Indiana, Michigan, Ohio, and Wisconsin. The West North Central
region includes lowa, Kansas, Minnesota, Missouri, Nebraska, North Dakota, and South Dakota. The South
Atlantic region includes Delaware, District of Columbia, Florida, Georgia, Maryland, North Carolina,
South Carolina, Virginia, and West Virginia. The East South Central region includes Alabama, Kentucky,
Mississippi, and Tenncssee. The West South Central region includes Arkansas, Louisiana, Oklahoma, and
Texas. The Mountain region includes Arizona, Colorado, Idaho, Montana, Nevada, New Mexico, Utah, and

Wyoming. The Pacific region includes Alaska, California, Hawaii, Oregon, and Washington.
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casino counties and counties without casinos and between tribal casino
counties and counties without casinos. For commercial casinos, the differ-
ence is negative after fifteen years. For tribal casinos, it is negative through-
out the operating life of the casino.

Figure 4.2 profiles employment differences between commercial casino

TABLE 4.8. Impact of factors on county per capita income and employment

Per Capita Income Employment Unemployment Rate
Coefficient T-value Coefficient T-value Coefficient T-value

Population density 0.740% 24.166 19.321%* 32.951 —0.016 —0.700
Percent black —5.155% —11.717 145.946% 17.650 1.241% 3.847
Percent 30—54 16.814% 10.142 33.466 1.777 —8.037%* —5.281
Percent over 55 34.626% 20.696 170.661% 8.999 —3.607%* —2.342
Percent under 20 43.365% 28.955 423.142% 25.620 10.434* 7.385
Mid-Atlantic 1.736% 5.267 64.809% 4.594 —0.080 —0.359
New England 4.116%* 8.832 75.563% 3.767 —0.534 —1.697
East North Central —0.318 —1.397 8.799 0.920 —0.321%* —2.073
West North Central —1.880% —8.734 —30.139% —3.447 —2.566% —17.173
East South Central —2.749% —12.544 —42.922% —4.526 0.284 1.916
West South Central —3.205% —14.135 —22.312% —2.323 —0.969%* —6.231
Mountain —1.500% —5.283 —22.172 —1.859 —0.805%* —4.156
Yo1 0.471% 14.504 0.645% 1.962 1.097%* 32.354
Y92 1.416% 42.787 1.096% 3.256 1.504%* 43.716
Y93 1.883% 55.419 2.076% 5.965 0.976% 27.794
Yo4 2.633% 75.039 3.280%* 9.062 0.245%* 6.79%4
Y95 3.094%* 84.35 4.773% 12.493 —0.015 —0.407
Y%6 4.207%* 109.528 6.007%* 14.885 0.101%* 2.609
Yo7 5.120% 132.656 7.397% 18.227 —0.311%* —7.999
Y98 6.211% 166.53 9.103* 23.372 —0.683%* —18.029
Y99 6.997%* 189.631 10.803%* 28.139 —0.955%* —25.418
Y00 8.108%* 219.466 11.891%* 30.914 —1.210% —32.166
YO1 8.946% 241.715 11.742% 30.458 —0.594* —15.764
Y02 9.354* 252.212 11.566% 29.927 —0.034 —0.913
Commercial casino 0.687% 5.148 3.693% 2.702 —0.490% —3.584
Tribal casino —0.379% —4.130 3.426% 3.666 —0.357%* —3.758
Casino X time 0.096% 4.784 —0.909%* —4.500 0.031 1.502
Casino X time X time —0.006%* —4.878 0.1790% 14.483 —0.004* —3.369

Constant —7.964% —6.449 —126.209% —8.477 7.591% 6.628

R? (%) 95.2 99.5 83.3

* Indicates that coefficient is statistically signiﬁcant at .05 level
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Fig. 4.1. Estimated per capita income gaﬁn for casino counties versus noncasino counties

counties and counties without casinos and between tribal casino counties
and counties without casinos. For both commercial and tribal casinos, the
difference is positive and grows over the life of the casino. The figure shows
virtually no difference between the job creation impacts of tribal casinos and
commercial casino.

Figure 4.3 tracks unemployment rates for commercial casino counties,
tribal casino counties, and noncasino counties. Commercial and tribal casino
counties are estimated to have unemployment rates less than counties with-
out casinos for the first fifteen years of operations. Thus in terms of employ-
ment impacts, both tribal and commercial casinos create additional job op-
portunities in the county in which it is located.

Table 4.9 summarizes estimates based on regression results in table 4.8.
Column 1 shows the compound annual growth in per capita income from the
three groups of counties—commercial casino counties, tribal casino coun-
ties, and noncasino counties. Results indicate that noncasino counties grew at
a rate exceeding that of the other two groups. Columns 2 and 3 show differ-

ences among the three groups for employment and unempioyment. In both
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cases, casino counties performed at a higher level than noncasino counties.
Thus results indicate that casinos tend to have a positive influence on job
growth and unemployment rates but have a negative impact on per capita in-
come growth. This result may stem from the high share of casino and other
entertainment workers who are employed part-time but are included in the
job numbers. These workers, because they work fewer hours, earn less.

However, we do not test this hypothesis here.

Increasingly, local and state government policymakers are turning to
casino gambling to fill budget gaps. In an effort to “sell” expanded casino
gambling to their constituencies, these political leaders espouse the eco-
nomic development creation abilities of the casinos. However, data in this
chapter cast doubts on the income-generating powers of casinos. Our re-
sults indicate that casinos tend to dampen income growth but increase job
opportunities in the counties where they are located.

Regression results indicate that casinos, both tribal and commercial,
create substantial job opportunities in terms of new jobs and lower unem-
ployment rates. Furthermore, the gains tend to grow as the casino remains
in the county. Contrarily, casinos reduce per capita income, and the reduc-
tion gets larger as the casino remains in the county. The addition of part-
time casino and entertainment workers due to casino operations may ex-
plain this phenomenon.

Additionally, data presented in this chapter and in chapter 3 indicate that
casinos have not reduced the relative tax burdens of residents in states with

commercial casinos. Data show that taxes, as a share of personal income, ei-

TABLE 4.9. Change in economic factors after 15 years of casino
operation (%)

Compound Annual Compound Annual Change in
Change in Per Change in Unemployment
Capita Income Employment Rate
Commercial casino countics 3.0 4.2 —1.0
Tribal casino counties 2.7 4.1 —0.9
Noncasino counties 3.2 1.7 —0.4

Source: Estimation from regression models.
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ther rose more dramatically or dropped less significantly in states with com-
mercial casinos in comparison to states without commercial casinos. In-
stead, casinos appeared to produce increases in relative public spending on

areas such as education and parks and recreation.



5. Social Costs

E(‘onomic development, employment opportunities, and new sources of tax
revenues are not the only potential consequences of legalized casino gambling.
Concerns about negative social impacts from gambling have long formed a
part of the underpinning for criminal proscriptions against it. Policymakers
considering whether to change those proscriptions are thus confronted with
the question of whether these traditional concerns about social costs are well
founded and, if so, whether these costs may exceed any promised benefits.

Evaluations of costs and benefits are part of the legislative process, and
social science data form part of the grist for the legislative mill. However,
legislators also enjoy political prerogatives, which allow them to make
choices that may not always optimize costs and benefits. As one court has
noted, “The power [of the legislature] to decide, to be wrong as well as to
be right on contestable issues, is both [a] privilege and curse of democracy.”’
Casino gambling presents one of these contestable issues.

Although abundant evidence exists for the proposition that gambling—
and more specifically gambling that reaches pathological levels—produces
negative social consequences, much of the evidence that provides a direct
link between gambling and associated negative consequences involves spe-
cific incidents with problem gamblers. Empirical research using sound social
science methods has also offered proof on these issues, but that proof is not
incontrovertible. Social problems often have multiple causes, and teasing
out the extent of contribution by gambling alone has proven to be a daunting
task. Given that benefits such as new sources of tax revenue are often more
easily measurable than the costs (including hidden substitution effects),” in-
dustry supporters have seized on the comparative uncertainty surrounding

costs as a basis for forging ahead with expanded gambhng options.

68
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Nevertheless, the available research supports the proposition that gam-
blers externalize costs to others. It also supports the likelihood that these
costs are substantial. A policy response that neglects these likelihoods is
becoming less sustainable as more is learned about gambling effects. The dis-
cussion that follows provides an overview of some of the significant research
on pathological gambling conditions, as well as important considerations af-
fecting the extension of that research to estimate social costs associated with

the gambling industry.
PATHOLOGICAL AND PROBLEM GAMBLING

Social costs from gambling primarily flow from a relatively small segment of
the population for whom gambling is not harmless recreation. Much is
known about the nature of pathological gambling and its less severe manifes-
tations, sometimes referred to as “problem gambling” The American Psychi-
atric Association defines pathological gambling in its Diagnostic and Statistical
Manual of Mental Disorders (DSM-1V) as “persistent and recurrent maladaptive
gambling behavior that disrupts personal, family, or vocational pursuits.”’
According to the DSM-1V, pathological behavior is indicated by five or
more of the following conditions: (1) a preoccupation with gambling; (2) a
need to gamble increasing amounts in order to achieve desired excitement;

-----

irritability when attempting to control gambling; (5) using gambling as a
means to escape from problems; (6) “chasing” one’s losses; (7) lying to con-
ceal the extent of one’s gambling; (8) committing illegal acts to finance gam-
bling; (9) jeopardizing relationships (including employment or education)
because of gambling; and (10) relying on others to relieve desperate finan-
cial situations caused by galllbling.4

The decision to choose five manifestations as a cutoff for measuring
pathology may be conservative, as some experts suggest that four manifesta-
tions may be a more appropriate ﬁgure.g Fewer than five of these behaviors
could still produce substantial negative personal and social consequences, and
this behavior is often considered under the rubric of “problem gambhng.%
NORC, whose survey on gambling-related social problems was utilized by
the National Gambling Impact Study Commission, used the term “at-risk”
gambler to define someone who has experienced losses of more than one

hundred dollars in a single day and reports only one or two DSM-1V criteria,
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whereas a “problem gambler” has the same loss experience but reports three
or four of these criteria.’

Differences in formulating screening tools to identify and diagnose gam-
bling-related behavioral problems account for some variation in research re-
sults concerning the number of problem or pathological gamblers.8 As one
study explains: “There is no particular number of symptoms at which true
pathological gambling suddenly manifests itself-the designation of patho-
logical gambling is a matter of degree.”9

The DSM-IV explains that the pathology rarely occurs with the first bet.
A course of experience with gambling is required for most people: “There
may be years of social gambling followed by an abrupt onset that may be
precipitated by greater exposure to gambling or by a stressor.”'? Thus, as
gambling opportunities proliferate, it stands to reason that more pathology
is likely. The NORC survey indicates that past-year gambling in casinos in-
creased from 10 percent of the population in 1975 to 29 percent by 1998 1
In contrast, bingo declined from 19 to 6 percent, and horse racing declined
from 14 to 7 percent during the same period, suggesting that the market-
place has substituted casino gambling for other games of chance. 12 For 2004,
the AGA estimates that 54.1 million Americans visited a casino.'® This rep-
resents about one-fourth of the estimated 2004 adult population, which
numbers approximately 212 million. 14

Pathological gambling is considered a chronic disorder, much like alco-
holism. This means that once it develops there is a tendency for recurrence. 15
For this reason, diagnosis of pathological gambling focuses on ascertaining a
subject’s lifetime experiences, as well as more recent ones. However, lifetime
orientations can create problems in estimating the magnitude of the impact
of negative gambling-related behaviors in a particular year. For this reason,
some studies have included questions about past-year behavior in addition to
lifetime time frames.

The causes of pathological gambling are still under investigation. As one
study has observed, “Research into the causes of [pathological] gambling is
in its infancy compared to research into the causes of other addictive be-
haviors.”'® Like alcohol dependence, pathological gambling may have an in-
herited component, as it is more common among people whose parents ex-
perience similar pathoiogy.” Recent studies have also indicated that brain

chemistry affects pathological gambling behavior, including a study in the
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Archives of Neuro[ogy suggesting that stimulation of d(;}pamim—: receptors
might be responsible for pathological gambling as a complication related to
the treatment of Parkinson’s disease. '

Differences between machine gambling (e.g., slot machines and video
lottery terminals) and other forms of gambling may also be reflected in the
development of pathological gambling. An empirical study by Breen and
Zimmerman indicates that machine gamblers develop problem gambling
conditions sooner (1.08 years versus 3.58 years) than their counterparts
who gamble in more traditional forms. "These researchers note that the dif-
fering latency period may be attributable to other factors, such as the con-
venience and availability of machines. However, the difference also may be
due to the stimulus variables provided by gambling machines, including the
reinforcement of “small wins,” “near misses,” and continuous action, which
is not prevalent in more traditional gambling forms.”

Some research suggests that men tend to experience pathological gam-
bling more than women. The DSM-IV indicates that male problem and
pathological gamblers outnumber females by a ratio of 2 to 1 21"The NORC
study shows a similar disparity in 1998, with male pathological and problem
gambling at a lifetime rate of 3.7 percent, while only 1.9 percent of females
are similarly affected.” A nationwide survey conducted from August 1999
to October 2000 by Welte et al. indicated that current-year indications of
pathological or problem gambling were in a somewhat closer relationship
for males and females, approximately 1.3 to 1.7’ A comparison of the results
for the Welte survey and the NORC study for the combined group of prob-
lem and pathological gamblers based on current experience is presented in
table 5.1.

The DSM-1V also reports that the onset of pathology in males is generally
earlier, potentially beginning in adolescence.?* For this reason, public health
authorities have warned against efforts to provide “casino nights” for young
peop]e.zs Although such activities may be well-intentioned efforts to substi-
tute what might be viewed as harmless fun for potential incidents of alcohol
abuse, they may ultimately lead to substituting another pathology. Antigam-
bling activists have also seized on this concern in connection with the sale of
games and toys with gambling themes.?®
Racial differences in gambling pathology may also exist. The Welte survey

shows that blacks and Hispanics have higher combined rates for probiem and



Governing Fortune 72

pathological gambling than whites.”” However, the NORC survey produced
similar directional results for blacks but lower incidents for Hispanic gam-
blers. See table 5.1 for comparative results reflecting the past-year experi-
ences of these demographic groups.

White gamblers significantly outnumber those of other races, such that
the higher percentage of minority problem gamblers does not necessarily
translate into a larger absolute number of problem gamblers from minority
communities.

The extent of problem gambling in the United States remains an issue
about which experts disagree, in part because of the differing approaches
for determining what constitutes a problem gambler. The NORC study
concluded that, in 1998, problem and pathological gamblers totaled 1.5
percent of the adult population, or approximately 5.5 million people. An
additional 15 million were considered at risk. If those figures are updated
to reflect the estimated adult population for 2004 based on U.S. Census
Bureau data, the results are approximately 5.7 million problem and patho-
logical gamblers, with an additional 16.3 million at risk. These figures are
displayed in table 5.2.

It should be noted that the figures in table 5.2 simply extrapolate the re-
sults from a 1998 survey to an updated population. They do not take into ac-
count the possibility that additional casino facilities may have increased the
manifestation of problem gambling behaviors.

Alternatively, if survey results focusing on casino pa.trorls28 are applied

TABLE 5.1.  Selected demographic

characteristics of problem and pathological
gamblers (based on past year experiences)

Welte, ct. al. (%) NORC (%)

Sex:

Male 4.10 1.70
Female 2.90 .90
Race:

White 1.80 1.10
Black 7.70 3.20
Hispanic 7.90 0.80
Asian 6.50 N.A.
Native American 10.50 N.A.

N.A. = not available
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against the base of estimated casino visitors in 2004, the estimated total for
problem and pathological gamblers increases slightly. This methodology also
generates a higher proportion of pathological gamblers, who are likely to
generate higher social costs. These figures are displayed in table 5.3.

The differing pathology rates between types of casino facilities reflected
in the NORC survey data present interesting possibilities for further re-
search to ascertain the basis for the differences. One possibility is that river-
boats may involve a greater percentage of local patrons, who visit frequently
based on convenient access from their work or home, with relatively fewer
tourists traveling to visit them as destination facilities, such as Nevada or At-
lantic City casinos.

Using the more recent findings of the Welte study, the total for patholog-

ical gamblers orows still larger. The Welte study used two different screens

&

TABLE 5.2. Estimated population of problem and
pathological gamblers

NORC Estimated 2004 Estimated 2004
Percentage Adult Population Affected Population
Non-gambler 14.40 212,103,606 30,542,919
Low-risk 75.10 212,103,606 159,289,808
At-Risk 7.70 212,103,606 16,331,978
Problem 1.50 212,103,606 3,181,554
Pathological 1.20 212,103,606 2,545,243

Total problem and pathological gamblers: 5,726,797

Source: National Opinion Research Center data, lifetime survey.

TABLE 5.3. Estimated problem and pathological gamblers based on
NORC surveys of casino patrons applied to 2004 casino visitors

Nevada & Casino

Atlantic Visitors
Riverboats  Tribal City Average 2004 Estimated
(%) (%) Casinos (%) (%) (AGA) Population
Non-gambler 0.00 0.00 0.70 0.23 54,100,000 126,233
Low-risk 67.20 73.10 68.10 69.47 54,100,000 37,581,467
At-Risk 15.60 16.40 22.10 18.03 54,100,000 9,756,033
Problem 6.30 6.00 3.40 5.23 54,100,000 2,831,233
Pathological 10.90 4.50 5.40 6.93 54,100,000 3,750,933

Total Problem and Pathological Gamblers 6,582,167
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TABLE 5.4. Estimated problem and pathological gamblers (Welty)

Estimated

Problem &
Overall %: Estimated 2004 Pathological

Methodology (lifetime basis) Adult Population Gamblers
SOGS (20 factors) 11.50 212,103,606 24,391,915
DIS (10 factors) 4.80 212,103,606 10,180,973

for problem gambling, one of which was based on the ten DSM-1V criteria

g
and the other of which was based on the twenty criteria under the South
Oaks Gambling Screen (SOGS) developed by Lesieur and Blume.” The re-
sults in both cases were higher than the NORC survey, as shown in table 5.4.

As the study explains, “The reason that the SOGS produces higher rates
of pathological gambling than the DIS [Diagnostic Interview Schedule from
DSM-1V] is that it is easier to obtain five positives from 20 variables than

20 . e
?3Y Nevertheless, even the more conservative definitional

from 10 variables.
approach generates a substantially larger population of problem and patho-
logical gamblers than the previous methodologies, suggesting that one in
twenty adults in the United States—or perhaps as many as one in nine—
may have a gambling problem. Problem and pathological gamblers may ac-
count for up to 15 percent of gambling losses, making them a significant
contributor to the industry’s proﬁtabﬂity.%l

Despite technical disagreements about measuring the number of problem
gamblers, there is general agreement that this pathology generates personal
hardship and pain for the individual and also for others. As the National Gam-
bling Impact Study Commission recognized, “All [researchers] seem to agree
that pathological gamblers ‘engaged in destructive behaviors, they run up large
debts, they damage relationships with family and friends, and they kill them-
selves.”*? However, the extent of these costs and related issues involving the
causal link between pathology and particular negative outcomes is contested.

Herein lies the bat‘degmund between industry advocates and detractors.
SOCIAL COST RESEARCH

Research into the social cost impact of in.troclucing a casino encounters sev-
eral challenges that are often interrelated. First, researchers face the formi-

dable problem of distinguishing between causation and correlation. When
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one looks at the problems often associated with gambling, such as crime, di-
vorce, bankruptcy, or suicide, it is quite clear that multiple causes may con-
tribute to these problems. It is true that problem gamblers sometimes resort
to theft or embezzlement, and significant thefts could cause a business bank-
g could cause marital stress,
resulting in personal bankruptcy and possibly divorce or other family-

ruptcy. Debt incurred from excessive gamblin

related problems. Complications from divorce spill over into other social
problems, which have links to the financial well-being of the former
spouses, including unpaid child support, which was estimated at a stagger-
ing $95 billion in 2003.33

What is not clear in cach of these examples is the extent to which some
other dysfunctional behavior might also be a contributing, if not interven-
ing, cause of the event. Problem gamblers often share other pathologies,
such as alcoholism, that provide additional basis for causation. A significant
correlation appears between alcohol abuse and gambling pathology. The
Welte study shows that drinkers averaging more than four drinks a day are
more than five times as likely to become problem or pathological gamblers
than their teetotaling Counterparts.34 This statistic is consistent with previ-
ous studies summarized in the National Gambling Impact Study Commis-
sion R{-’jp()rL3 >

Nevertheless, free drinks are allowed in several states with commercial
casinos. As one court has noted, “[TThe absence of a regulation barring gam-
bling by a drunk patron cannot be considered an oversight or mistake. At the
very least the State condones casino patrons drinking while they place bets,
and the policy of providing free drinks on request could arguably be said to
actively encourage this conduct.”*® The AGA justifies this practice based on
customer demands, while adding that “Avid casino players like to be at the
top of their game and therefore avoid the consumption of alcohol ™Y

Other disorders, such as emotional or mental health concerns, are also
more prevalent in the population of pathological and problem gamblers. The
NORC study indicates that problem and pathological gamblers are more than
twice as likely to seek mental health treatment than their nongambling or
low-risk gambling (:ounter})artzs.38 This correlation does not show whether
the mental health problem is caused by gambling or whether persons with
mental health problems in the first place (or at least a predisposition toward

them) are more likely to experience gambling problems. Nevertheless, if
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either of these conclusions were true, it would present a significant problem
for policymakers interested in the public health ramifications of gambling.

Similarly, the NORC study indicates that gamblers generally have higher
divorce rates than nongamblers. Approximately 53.5 percent of pathological
gamblers, 39.5 percent of problem gamblers, and 36.3 percent of at-risk
gamblers had been divorced, as compared with only 18.5 percent of
nongamblers and 29.8 percent of those classified as low-risk ga.mblers.sg As
noted previously with regard to mental health, this data alone is insufficient
to show conclusively that divorce occurs on account of gambling as opposed
to other problems. However, these significant differences in divorce rates do
raise concerns; they do not suggest that expanded gambling is helping to im-
prove these social conditions.

Research also shows that gambling pathologies may vary according to age.
Welte et al. showed that problem and pathological gambling prevalence de-
clined significantly in populations over the age of sitw:t}uone.'*O The NORC
study similarly showed diminished levels of problem or pathological gambling
for those over the age of sixty-five.*’ More recently, researchers examined
whether recreational gambling (with problem or pathological gambling spe-
cifically included) had a relationship to the health of older adults. Although
their research indeed found a positive correlation between the subjective re-
ports of health in the recreational gambling population, correlation also did
gnized,
there are limits to the conclusions that can be drawn from these results.

not necessarily point to causation in this case. As the researchers reco

Recreational gam!)ling in older adults may allow for increased socializa-
tion, community activity, and travel, which may in turn be reflected in
more positive ratings of health. Such an effect may not be evident in

younger adults, perhaps because other social or occupational activities

g
take priority. It is also possible that a greater proportion of older, as com-
pared with younger, adults are too sick to gamble and are categorized in
the nongambling group, making the older gamblers appear healthier.
These sicker older adults might have more limited access to transportation

or lack the energy or motivation necessary for specific types of gambling.**

The complex sources of causation of many social problems present for-
midable obstacles in knowing with precision the extent of causation that can

be attributed to adding a casino to the environment. Problem gambling con-
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ditions may also already exist on account of other gambling sources, includ-
ing illegal gambling, available prior to the introduction of a casino. Agnostic
positions as to causation have academic appeal, and they are often adopted
by the industry when it seeks to promote its business.

For example, research has shown that proximity to a casino increases the
likelihood for manifestations of problem gambling. Most problem and patho-
logical gamblers live within 50 miles of a casino. Using lifetime experience
figures from the NORC stud),',d’3 approximately 4.4 percent of the population
within 50 miles of a casino represents problem or pathological gamblers. In
contrast, less than half of this proportion lives farther away: approximately
2.1 percent of the population living within 51 to 250 miles of a casino falls
into the problem or pathological category, and 2.5 percent of the population
living more than 250 miles from a casino is similarly affected. Looking in-
stead at the annual experience figures, the proportion is even more dramatic:
approximately 2.4 percent of the population within 50 miles represents
problem or pathological gamblers, whereas only 0.9 percent of the popula-
tion living within 51 to 250 miles and only 0.7 percent living more than 250
miles from a casino are similarly affected.* Stated differently, one is about
two times as likely to find a problem gambler within 50 miles of a casino.

These findings make sense intuitively, as more convenient access to gam-
bling presents the possibility for more frequent gambling experiences,
which in turn could result in the kind of losses associated with problem
gambling behavior. Nevertheless, these results were questioned in one re-

cent study, which pointed out that

it is not possible to determine if (a) the availability of gambling caused
this inflated prevalence rate, (b) more people with gambling problems
settled in areas closer to major opportunities to gambling, (¢) casinos lo-
cate in areas that already have a high rate of disordered gambling, or (d)
casinos locate in areas with a disproportionately vulnerable population.
To understand fully the overall repercussions of gambling on society, a
significant research effort is necessary to document the complex interac-
tion among these health and socioeconomic variables, as well as their

short- and }ong—tei‘m costs.

Although additional research probably would be helpful, the level of

skepticism expressed here borders on the absurd. Policymakers don’t have
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the option of waiting for these questions to be solved with certainty. They
must u[timately reach conclusions based on likelihoods rather than scientific
precision. To suggest that the industry locates casinos where disordered
gambling or particularly vulnerable populations already exist presupposes
secret industry knowledge about illegal gambling and/or problem gamblers
that is apparently not available to the research community. Alternatively, it
presupposes that the industry is very “lucky” in choosing those locations.
Neither of these presuppositions is a plausible explanation of the correlation
shown here.

The gambling industry often uses this skeptical approach to challenge the
findings of research that generates results that are inconvenient for its busi-
ness goals. It has also been known to engage in dubious uses of statistics to
advocate industry-friendly positions. Consider, for example, the AGA’s po-
sition on bankruptcy, as articulated on its Web site. In support of its position
that there is no linkage between casinos and bankruptcy, the AGA cites the

fol]owing examp]e:

According to data maintained by the Administrative Office of the U.S.
Courts and population statistics from the most recent census (2001),
Utah and Tennessee were ranked first and second respectively in 2002 in
terms of the number of bankruptcy filings per household. Utah is the
only state in the country with absolutely no form of legalized gaming
whatsoever, and Tennessee’s only gaming is a state-run lottery that is still

in the process of coming on-line.*

We have also observed industry advocates using this argument in local de-
bates on the issue of expanded gambling,

The fact that high bankruptcy rates exist in Utah and Tennessee, where no
legalized casino gambling exists, is entirely consistent with the proposition
that bankruptcy is caused by other factors besides excessive gambling losses.
But that proposition is hardly contestable. Significantly, this example does
not speak at all to the question of whether the introduction of a casino to a
jurisdiction has a differential impact over time, which is at the heart of what
the industry is questioning here.

Similarly, on the issue of crime, the AGA points to examples where
crime rates have dropped in cities with casinos and, in some cases, in cities

where casinos have been added.?’ Conversely, it points to increases in
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crime in locations such as Orlando, where noncasino entertainment is of-
fered.*® In the case of Atlantic City, which the General Accounting Office
(GAO) discussed in some detail as an example of a location where crime
rates had increased after casinos opened,*” the AGA dismissed these results
and focused instead on experiences of the past five years, where crime rates
have dmpped.so

The problem for researchers is to ascertain the effects of crime based on
the change in conditions attributed to adding casinos instead of to other
sources. Crime trends nationally have generally declined. According to the
Bureau of Justice Statistics, property crimes have declined substantially dur-
ing the past three decades.’! Violent crimes have similarly declined, partic-
ularly so in the last decade.®? However, particular jurisdictions can experi-
ence different results based on a number of factors, including employment,
economic conditions, and the impact of particular features of the legal sys-
tem. To the extent that criminals take into account penalties and enforce-
ment efforts, changes in the legal system can also impact crime rates, thus
reflecting interjurisdictional competition in setting legal penalties.”

The powertul tool of regression analysis is available to evaluate the differ-
ential impacts of casinos on a macro level. By looking at casino and non-
casino jurisdictions over longer periods of time, and adjusting for other sig-
nificant differences that appear among these jurisdictions, the impact of
casinos on such matters as crime and bankruptcy can be ascertained with
reasonable confidence. These results are not free from uncertainty, but they
do present powerful evidence that deserves consideration in the policy
analysis of casino gaming, Recent research using this methodology has pro-
duced strong evidence of a correlation between casinos and crime and be-
tween casinos and bankruptcy. Some Signiﬁcant research in these areas is

briefly discussed next.
Casinos and Crime

Aithough several previous studies failed to show a correlation between casi-
nos and crime, a more recent study by the economists Grinols and Mustard
took on the task of measuring the externalized costs associated with crime

attributed to casino gambl:in.g.“ Grinols and Mustard examined County—-lfzve].

ties with casinos and in counties without casinos. Their model also accounted
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for fifty-eight other variables, including demographic factors such as race,
sex, and age; unemployment; and personal income.

When one charts the aggregate crime rates for counties with casinos, a
decline appears between 1990 and 1996, a time of rapid expansion of casi-
nos. As Grinols and Mustard point out, some researchers claimed that this
data suggested that casinos reduced crime. However, a more appropriate
measure would focus on the differential experiences between casino and
noncasino counties over this period, not a simple evaluation of a trend line.
When a more complex analysis is completed, the result is that crime
dropped 12 percentage p(}ints more in counties without casinos than in the
casino counties.

Grinols and Mustard also broke new ground in showing another feature
of casinos: the fact that their impacts on crime vary over time after opening.
Although crime may drop in the year of opening or in the year or two there-
after, they found statistically significant increases for all crimes except mur-
der. In most cases, these increases occurred after the first two years of op-
eration, reflecting a time lag between opening and the eventual impact on
increasing criminal activity.

These results are theoretically consistent with plausible impacts of the
casino industry on criminal behavior. As Grinols and Mustard point out,
casinos could potentially reduce crime by providing increased wages and
positive economic development growth. However, crime would likely in-
crease to the extent that those development opportunities would not be re-
alized or employment growth in other sectors of the economy would be
harmed as a result of locating a casino in the jurisdiction. (As discussed in
chapter 4, it appears questionable whether these putative benefits from casi-
nos are in fact realized in many jurisdictions.)

In addition to these indirect effects on crime from economic develop-
ment impacts, Grinols and Mustard also point to the crime experiences of
problem and pathological gamblers as a significant factor explaining crime
trends in casino counties. The proliferation of casinos decreases the cost of
“buying” gambling services, thus increasing consumption by problem gam-
blers. Some of those gamblers will resort to crimes to pay for this increased
consumption. Grinols and Mustard cite studies by the Maryland Depart-
ment of Health and Mental Hygiene (1990), showing that 62 percent of a

Gamblers Anonymous group had committed i]iega] acts as a result of gam-
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bling, and by the noted gambling researcher Dr. Henry Lesieur (1998),
showing that 56 percent of those in gambling treatment had engaged in
stealing to finance gambhng.S >

A more recent study by the U.S. Department of Justice also appears to
confirm a linkage between problem and pathological gambling and crime.
The study sampled arrestees in Las Vegas, Nevada, and Des Moines, lowa.
The percentage of problem or pathological gamblers among these arrestees
was three to five times higher than that of the general popuhation.56 More-
over, nearly one-third of the arrestees identified as pathological gamblers
admitted to committing robbery in the previous year, and approximately 13
percent had assaulted someone for money57

However, the study also indicated that “pathological gamblers were no
more likely to be arrested for property or other white collar crimes (larceny,
theft, embezzlement, and fraud) than nongamblers and low-risk and at-risk
gamblers. . . . Rather, they were most likely to be arrested for such offenses
and probation or parole violations, liquor law violations, trespassing, and
other public order offenses.”® Despite the absence of the property crime link
in arrests, it is significant that more than 30 percent admitted to committing
robberies in the past year—more than double the percentage for nongambler
arrestees.”” Thus, arrests based on other categories of offenses may mask
other criminal behavior-—including property-related crimes-—for which no
arrest was made.

The time lag for crime manifestation in Grinols and Mustard’s study may
be partially explained by the time period needed for problem gambling be-
havior to fully manifest itself. However, Grinols and Mustard also suggest
another possibility for growing crime rates: perhaps casinos attract visitors
who are more prone to commit crime or to be victims of crime.

The AGA points to the theory that higher crime rates around casinos may
be linked to higher levels of visitors coming into the area.®® The theory goes
that more visitors create more opportunities for criminals, which ultimately
translate into more criminal incidents. Thus, visitors should be counted in
computing crime rates, so that per capita figures based on residents are ef-
fectively diluted by the increased population of visitors. Grinols and Mus-
tard raise an intriguing counterargument: if more visitors induce more
crime, then one should witness higher crime rates whenever there are a lot

of visitors to a jurisdiction and not just in cases of casinos. However, cities
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with large tourist magnets——such as the Mall of America in Bloomington,

Minnesota; Disney World in Orlando, Florida; and the country music mecca

of Branson, Missouri—are cited as counterexamples where large numbers
of visitors did not produce similar crime experiences to their casino-laden
counterparts. For example, the Mall of America had 7.7 more visitors than
Las Vegas, but its crime rate (as adjusted to take into account visitors per
local resident) is less than one-fifteenth of that in Las Vegas.®'

Examples such as these do not necessarily prove an assertion that the pop-
ulation of casino visitors either causes or attracts more crime. More research
is needed to explain these differing crime rates. For example, differences in
legal penalties and enforcement priorities can have significant effects on
changing crime rates, and these changes are not reflected in bare statistics of
criminal convictions in a given period. Displacement of crimes as a result
of changing the probability of detection and the applicable sanction is well
documented in economic and criminology research.®? Future research mod-
els atfecting gambling impacts on crime will also need to take these possibil-
ities into account. However, one additional point also should be noted: to the
extent that communities with casinos actually invested more resources into
law enforcement after the casino opened, then it is entirely possible that
casino impacts on crime are understated rather than overstated.

These correlations between casinos and crime should present significant
concerns for policymakers considering the introduction of a casino or for
those with casinos operating for a short period within their jurisdictions. The
impacts of crime do not only affect the victim and the taxpayers through
costs of enforcement and incarceration. Crime may also negatively affect
property values and personal income.® Investments of significant additional
resources may thus be required to address the potential impact of crime on
the local community.

After adjustments for other factors, Grinols and Mustard estimate that
approximately 8.6 percent of property crimes and 12.6 percent of violent
crimes in counties with casinos were due to adding the casino. They translate
this into casino-related costs of seventy-five dollars per adult (in 1996 dol-
lars). This means that a casino potentially imposes significant aggregate
costs, though as discussed later, the effects of those costs may be diffused
among different groups and governmental jurisdiction, thus complicating

poiitica.l decisions in these areas.
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Casinos and Bankruptcy

Bankruptcy is another area where casinos may have negative impacts on the
surrounding community. As noted previously, the AGA rejects the proposi-
tion that casinos can be linked to increased bankruptey rates. The AGA states
in part that “A series of independent government studies conducted during
the late 1990s failed to establish a link between casinos and bankruptcy, and
statistics support that ﬁnding.”“’ These include the NORC study, the GAO
review of the National Gambling Impact Study Commission Report, and a
ULS. Treasury Department study completed in 1 999.% A closer look at these
materials reveals that they indeed fall short of providing conclusive proof of
a significant impact of casinos on bankruptcy, but they nevertheless present
results that are not favorable to the industry on this question. If the question
were framed differently, and the industry were forced to prove conclusively
the absence of a link between casinos and bankruptcy, the industry could not
meet this standard based on the contents of these studies.

The NORC study examined bankruptcy experiences based on extensive
telephone surveys. It found that both problem and pathological gamblers ex-
perienced elevated bankruptcy rates as compared with the general population.
Pathological gamblers had a bankruptcy rate of 19.2 percent, as compared
with 5.5 percent and 4.2 percent for low-risk gamblers and nongamblers, re-
spectiveljv'.66 Although the rate for problem gamblers of 10.7 percent was only
“marginally statistically signiﬁ(iant,”67 it was nevertheless used as the basis for
estimating the costs that these gamblers imposed on others.

The elevated bankruptcy rates for these populations, which are likely to
grow as a result of more convenient access to casinos, suggest a signiﬁcant
impact. To illustrate, assuming 19.2 percent of the 3.75 million estimated
pathological gamblers computed in table 5.3 filed for personal bankruptcy,
this group alone would produce nearly 720,000 bankruptcy petitions. By
comparison, in 2003 there were 1.6 million annual personal bankruptey fil-
in{gs.68 Although these petitions would probably not appear in the same year,
they still represent a significant pool from which future bankruptcy peti-
tions may come.

The GAO study was also less favorable to the industry than the AGA sug-
gests. First, it reported the NORC study results on bankruptcy experiences

from prob}em and pa.thologica] ga.mbiers without questioning them. Although
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it noted that NORC had also found no significant change in per capita bank-
ruptcy rates in communities where casinos were introduced,® those rates
were not the source of the social cost estimate that NORC provided to the
National Gambling Impact Study Commission.

The GAO study also included a case study of Atlantic City, New Jersey.
Here, the GAO observed that Atlantic County (in which Atlantic City is lo-
cated) showed higher bankruptcy rates than New Jersey or the nation in
general for the period 1990-98. In fact, during 1994-98, the Atlantic
County rate was double the rate for New Jersey, which approximated the
nationwide rate. However, the GAO reported that it was unable to ascertain
the basis for that change. The GAO was also unable to ascertain the effects
of opening casinos, which occurred in 1978, because county-level data were
“not readily obtainable” from the Administrative Office of the United States
Courts for that period. The GAO also surveyed officials in government
agencies and private industry to ask them about the heightened rate, and
their answers were inconclusive.

Rather than provide a ringing endorsement of the proposition that casi-
nos don’t cause bankruptcies, the results of the GAO study tip the scale on
the side of being concerned about negative consequences more than they
allay those concerns. They highlight the need for more research to cover
longer time periods associated with our experience with casino gambling.

The Treasury Department study cited by the AGA surveyed the available
literature on the relationship between bankruptcy and casinos and engaged in
a limited empirical analysis of bankruptcy data in certain jurisdictions.” In re-

viewing the available literature, the Treasury Department concluded in part:

While most available studies have pointed toward a connection between

gambling and bankruptcy and have found various linkages, none has

“proven” that gambling causes bankruptcy. Even among the population of

people who went bankrupt because of gambling, there is a question of
p * o

whether they might, due to a generalized lack of risk aversion, have lost

71

their assets anyway, through other high-risk behaviors.

The Treasury Department thus apparenﬂy agrees that some pfzople went
bankrupt because of gambling but that gambl:in.g was not the on.ly “high--risk
behavior” engaged in by these patrons. This is hardly Comforting. It is also

worth noting that the Treasury Department study agreed that the highest
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risk group of gamblers have bankruptcy rates that are roughly two percent-
age points higher than the rate for occasional gamblers. However, it ulti-
mately dismisses any significance from this difference based on the small
population for this group.72

The Treasury Department also undertook some of its own empirical re-
search in the form of regression analysis, and it found that gambling effects
were inconclusive at the statewide level. However, the study cautions that this
analysis was based on a small sample and highly aggregated data.” Thus, this
failure to find a measurable impact is hardly the last word on the subject.

It is important to put each of these studies into a proper context. First,
they were done during a period when there were fewer new casinos opened
than we have today. These empirical studies did not take into account the
dramatic growth in the number of casinos that has occurred in the past sev-
eral years since the latest study was completed. Moreover, the time period
when new casinos were opened—and thus the opportunities for observa-
tion of social costs—was comparatively brief. Interpreting these findings to
say “not yet” or “not now” is quite different from interpreting them to mean
“not ever.” For this reason, more recent studies with a longer time frame of
reference deserve greater attention.

Barron, Staten, and Wilshusen recently examined county-level bank-
» ~ ) )

well as contiguous counties within fifty miles of a casino.”* They concluded
that casinos had a positive and statistically significant impact on increased
personal bankruptcy rates. Casinos did not account for the entire increase
in bankruptey filings that occurred nationwide during the 1990s, but their
regression analysis showed the likelihood that casinos had some impact on
this increase.

We have constructed our own investigation, which operates on an ex-
panded data set covering more years and more observations than the Barron
study. >We include data from the period 19902002 covering both commer-
cial casinos and Class I tribal casinos, which were excluded from the Barron
assessment. We focused on time lags between the introduction of the casino
and the emergence of bankruptcy experiences. As Grinols and Mustard have
demonstrated with casinos and crime, it is conceivable that casino operations
may also affect bankruptcy rates differently according to the duration of their

operations.
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Our data set also focuses on bankruptey experiences in the county in
which the casino is located, and it thus ignores the effects on contiguous
counties as identified in the Barron study. This more limited focus probably
provides a more conservative measure of bankruptcy impacts, to the extent
that it may potentially exclude many gambling patrons of cross-border casi-
nos from the analysis of the casino county and in fact would include them
instead in a noncasino county where they reside. Given that a large number
of casinos are located along state borders in order to take advantage of trade
from noncasino states, this assumption probably understates the differential
impact on bankruptey rates from casinos.

Using a regression analysis that takes into account endogenous factors in-
cluding population, race, age, personal income, and employment, we exam-
ined county-level bankruptcy trends over the period 1990-2002. Focusing
on the cohort of counties in which a casino first opened during the relevant
period (thus eliminating Nevada and Atlantic County in New Jersey from
the mix due to the extended presence of casinos during this period), we
then sought to examine the impact of those casinos on bankruptcy rates.

Significantly, we found that the bankruptcy impacts varied according to
the duration of operation of casinos within the county. The addition of casi-
nos had a positive and statistically significant impact on individual bank-
ruptcy rates in the first year of operations. Thereafter, casino counties
tended to experience bankruptcy rates that were slightly lower than the rate
for an equivalent noncasino county. After about the third year, the bank-
ruptcy rate then steadily grew, outpacing the noncasino county in the ninth
year of operations, with an increasingly widening gap between them in sub-
sequent years.

Figure 5.1 profiles the estimated bankruptcy rates for casino counties and
noncasino counties based on this regression model. Over the twelve-year
period, bankruptcy rates in casino counties grew by 180 percent, while
bankruptcy rates in noncasino counties grew by only 117 percent. Begin-
ning from a rate of 2.4 bankruptcies per 1,000, the casino county is esti-
mated to grow to 6.7 per 1,000, while a noncasino county would grow to
5.2 per 1,000. For the period of time covered by this analysis, this reflects
an increase of more than 2 percent in the annual growth rate for bankruptcy
over this pcriod for counties with casinos over their noncasino counterparts.

Although the last word on bankruptcy and casinos has yet to be written,
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Fig. 5.1. Estimated individual bankruptcy rates—-casino versus noncasino county

the available data do suggest that casinos can be linked to bankruptcies. The
evidence from surveys of problem gamblers is itself a strong indication that a
significant population may be affected by bankruptcy. Even if other behaviors
may have contributed to bankruptcy, gambling also appears to be a contribut-
ing factor. The empirical evidence of county-level bankruptcy filings provides
similarly strong indications that adding a casino has the potential for longer-
term manifestations of bankrupt(::y experiences, As positive economic im-
pacts from employment or tourist patronage fade (as illustrated in chapter 4),

the possible negative impact on local populations may then be realized.

ESTIMATING THE INCIDENCE AND MAGNITUDE
OF SOCIAL COSTS

Identitying the social problems associated with casino gambling is only part
of the process of evaluating the cost side of the ledger for casino gambling,
Negative social consequences associated with casino gambling must also be
analyzed to determine the incidence of the cost, focusing particularly on
those costs that are externalized by the gambler or the industry to others. In

addition, estimates of the magnitude of these costs need to be developed.
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This process can be dauntingly complex. Consider, for example, the case
of a personal bankruptcy triggered by problem gambling. One potential cost
involves the debt that is discharged as a consequence of bankruptcy proceed-
ings. Here a creditor has incurred a cost because the debtor’s reciprocal
promise to repay is effectively nullified by a discharge granted under federal
bankruptcy laws.”® From an economist’s perspective, this loss does not nec-
essarily reflect a social cost, as it involves a transfer in which one party (the
debtor) is arguably better off by the amount that the other (the creditor) is
worse off.”” Nevertheless, to the extent that the unpaid debt is attributable to
losses at the casino, the debtor apparently gambled at the expense of another.

The immediate incidence of this loss appears to fall on the unpaid credi-
tor, but ultimately others may bear this cost. The creditor may address the
expected loss in advance by charging its customers more for credit or for
the underlying goods or services sold on credit. In this case, some portion
of the externalized cost may get passed along to the creditor’s customers,
which could include both gamblers and nongamblers.

Whether this impact affects local or distant markets might also be con-
sidered. For example, a financial institution issuing a credit card with a na-
tionwide customer base could potentially spread this loss over a broader ge-
ographical market than the traditional corner store, which generations ago
sold goods on personal credit to neighborhood patrons. Changes in bank-
ruptcy laws enacted in April 2005 will potentially enhance protections for
these creditors, particularly credit card issuers, from the discharge of in-
debtedness by problem gamblers. This legislation specifically carves out as
nondisc:hargeab}.e any debt to a single creditor over $500 incurred within
ninety days of a petition for so-called luxury goods or services.’® Although
this category is not specifically defined, gambling would arguably be in-
cluded. Further, certain cash advances aggregating over 8750 within seventy
days of a bankruptcy petition are presumed to be nondisclmrgeab}e.79 These
provisions could ultimately work against problem gamblers, leaving them
with fewer options to discharge their debts. The impact of these provisions
on future behavior, and whether that reflects an appropriate policy balance
by requiring costs to be internalized by those with pathological conditions,
remains to be worked out after this legislation becomes effective.

Bankruptcy also involves other costs, including the transaction costs as-

sociated with ba.nkruptcy proceedings. Unlike the costs associated with the
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debt, these are typically incurred in the jurisdiction where the debtor lives
or owns a business. Venue will generally be appropriate in the federal district
court where the domicile, residence, principal place of business, or princi-
pal assets of the debtor are located.® Thus, to the extent that gambling pa-
trons live or own a business in a jurisdiction other than the one in which
they regularly gamble, these costs are effectively exported from the casino
jurisdiction. A recent study indeed suggests that casinos export bankruptcy
costs to the jurisdictions from which they draw visiting patrons.®'

Some of these transaction costs are jointly paid by the gambler and the
creditors, including filing fees, court costs, and the fees paid to legal coun-
sel. Others are borne by taxpayers, who provide funds to support the bank-
ruptcy courts and related judicial machinery administering this area of law.
Concepts of variable and fixed costs are potentially relevant here, as the real
impact of problem gambling—related bankruptcy is arguably at the margin:
Given that bankruptcy has many causes other than gambling, bankruptcy
courts and their associated staffs would be needed at some level whether
there were casinos or not.

The incidence of costs imposed on taxpayers also raises issues involving
jurisdiction. To the extent that federal courts are involved, federal taxes sup-
port these activities, thus affecting a diffusion of costs beyond the local re-
gion. Other examples of social costs, such as crime-related costs imposed
on local law enforcement, may have more direct impacts on local taxpayers.
Thus, the type of cost may thus reflect more or less scrutiny from a local
taxpayer or politician who is sensitive to the question of who bears the costs
and who obtains the benefits.

These issues of incidence are often not addressed in the literature dis-
cussing the impact of social costs, which focuses on the bigger picture of the
aggregate costs and benefits. However, these issues are potentially relevant to
policymakers and legislators, who must consider political interests of their
particular constituencies. The impaczt on one’s own constituents, as opposed
to the impact on others, creates a powertul incentive for decision making that
ignores the impact of costs that may be exported to others. In this sense, the
politics of gambling at state and local levels may often violate the Golden
Rule, as exports of social costs to another jurisdiction (or to taxpayers ac-
countable to another level of government) are omitted from the total calculus

of costs that might otherwise affect decisions about the benefits of gambhng.
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Estimating the magnitude of these costs presents other significant chal-
lenges. First, the statistical base for estimating the contribution of gambling
to the social problem must be determined. One approach to this issue fo-
cuses on the costs attributed to behaviors associated with problem and/or
pathological gamblers. This approach seeks to estimate the marginal contri-
bution of these behaviors to the expected incidence of social costs in popu-
lations without problem or pathological gambling experiences. The other

approach looks broadly at the results of regression analysis associated with

g
conditions before and after a casino has been added, seeking to ascertain the
marginal contribution from all aspects of the casino rather than only from
those affected by problem gambling.

Both approaches are subject to the challenges of multiple causation. In
other words, some members of these populations could have contributed to
these costs regardless of whether legalized casino gambling was present in
their community. Estimates that do not separate the impact of other causal
factors from that of gambling pathology are subject to challenge. Regression
analysis that controls for multiple contributing factors provides a basis to
limit the effects from other causes, but the analysis is only as good as the
available data.

Data concerning the marginal contribution of problem and/or patholog-
ical gamblers have the advantage of being more available and easier to work
with than more complex regression models. For example, the NORC study
estimated the costs associated with the various social conditions—including
lost employment, bankruptcy, criminal justice, divorce, and health issues—
from an extensive survey populatiom‘o’2 By differentiating the experience
rates for problem and pathological gamblers over other groups, an estimate
of the associated cost can be developed.

However, this estimation method often focuses on incidents per problem
or pathological gambler. If a problem or pathological gambler is diagnosed
based on lifetime experiences, derivation of an annual estimate of costs is
highly uncertain.®® The NORC survey also queried the population about
prior year incidents, which provided a basis for estimating annual impacts
on some problems but not on others. More research into the longitudinal
patterns of pathological and problem gamblers may yield a more accurate
picture of annual costs than this simple methodology.

Grinols has explored this issue thoughtfully and extensively in a recent
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book, in which he summarizes the results from studies that sought to mea-
sure social costs associated with problem and/or pathological gambling. 84
These costs spanned a range of nine different categories, including crime
(which included subcategories of costs associated with apprehension and po-
lice, adjudication, and incarceration), business and employment costs (in-
cluding lost productivity, lost time, and unemployment), bankruptcy, sui-
cide, illness, social service costs (including therapy and treatment costs),
family costs (associated with divorce and separation), and so-called abused
dollars, which refers to money acquired from relatives and friends under
false pretenses for use in gar,lrﬂ:aling.85
Grinols examined nine studies that computed estimated costs for patho-
logicai gamblers. An average of data for studies, adjusted to 2003 dollars,
generates an estimated cost per pathological gambler of $1 0,330.%¢The cost
per problem gambler, which was based on three studies examining only a
partial listing of costs, was estimated at $2,945 37 If these costs are applied
to estimates of total pathological and problem gamblers developed previ-
ously in this chapter, the totals range from $47 billion to $161 billion (see
table 5.5). The lower end of this range compares favorably with the lifetime
estimates of the NORC study, which was also adopted by the National Gam-

bling Impact Siudy Commission.

TABLE 5.5. Estimated aggregate social costs

NORC
Grinols Cost Patron Survey
Estimate ($) (table 5.3) (8) Aggregate Cost (8)
Pathological 10,330 3,750,933 38,747,141,333
Problem 2,945 2,831,233 8,337,982,167
Total 47,085,123,500
Average Welte Study
Grinols Cost? (table 5.4)
SOGS 6,638 24,391,915 161,901,333,755
DIS 6,638 10,180,973 67,576,208,872

“This figure is a simple average of the Grinols cost estimates for problem and pathological
gamblers. As referenced in tables 5.2, 5.3, and 5.4 above, the ratio of problem gamblers to
pathological gamblers varies in each estimate, with more problem gamblers in one example
and more pathological gamblers in two examples. A simple average approximates equal

occurrences of each category.
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In addition to these aggregate effects on social costs, other costs not listed
here may also be relevant. Some of them are inherently personal and ditfi-
cult to value in monetary terms, such as the pain inflicted on families af-
fected by the problem gambler. Though these kinds of costs are beyond the
scope of an economic analysis, they are very real from a human perspective.
Problem and pathological gamblers are likely to contribute significantly to
casino profits—and government coffers. The NORC study indicated that 15
percent of AGR comes from problem and pathological gamb]ers.gs A 1996
study by Grinols and Omorov indicated that a much higher figure was justi-
fiable—perhaps as much as 52 :perce}nt.g9 A report prepared by two re-
searchers from the University of Lethbridge on the sources of revenues in
Canadian casinos indicated that the proportion of revenue coming from
problem gamblers may vary according to the type of game involved. This
study, which was based on diary entries for a sample of Canadian gamblers
in Ontario, indicated these approximate proportions for different types of
gambling. In rank order, the rough proportions are “60% gaming machines;
53% horse racing; 22% casino table games; 22% bingo and raffles; and 19%
lotteries.”””

Given the prevalence of electronic gaming machines in casinos in the
United States,”! the 60 percent estimate for gaming machines suggests that
casinos and racinos depend heavily on problem gambling behavior. Even if
more conservative measures are used, the revenues from problem gambling
are likely to be significant, presenting a dilemma for the industry. It might
seem socially responsible to be concerned about problem gamblers. How-
ever, getting too concerned might be very bad for business.

As discussed in the chapters that follow, governments have paid compar-
atively little attention to social costs, and in particular the plight of problem
and pathological gamblers, in determining the parameters of the regulatory
environment for casino gambling, Instead, they have focused on keeping the
industry profitable and using it as a tool for tax collection. The available data
on social costs suggest that this is a serious error and that a head-in-the-sand
approach of academic agnosticism is no longer a sustainable position for

makiug gambling policies.



6. Regulating Gambling—An Introduction

[TThe power of the State to establish all regulations that are reasonably
necessary to secure the health, safety, good order, comfort, or general
welfare of the community . . . can neither be abdicated nor bargained
away, and is inalicnable even by express grant.

Atlantic Coast Line R. Co. v. Goldsboro, 232 U.S. 548, 558 (1914)

[H]e who stirs the devil’s broth must needs use a long spoon.
Marshall v. Sawyer, 301 F.2d 639, 648 (9th Cir. 1962)

(Pope, J., concurring)

In our federal system, regulatory functions are diffused among federal,
state, and local governments. In theory, the Founding Fathers designed the
federal government with limited powers, thus constraining its ability to en-
croach upon the governing role of the states. The Tenth Amendment rein-
forces this design: “The powers not delegated to the United States by the
Constitution, nor prohibited by it to the States, are reserved to the States
respectively, or to the people.”

In practice, however, the federal government’s delegated powers have
often been exercised rather expansively. In particular, Article I, Section 8,
Clause 3 of the United States Constitution grants to Congress the power “[t]o
regulate Commerce with foreign Nations, and among the several States, and
with the Indian Tribes.” Since most activities have some connection with or
effect upon commerce, the permissible scope of federal regulation has indeed
broadened. Though the Supreme Court has recently expressed some limita-
tions on the scope of the commerce powers,] it is difficult to raise a successful
constitutional objection to federal legislation regulating (or perhaps even
prohibiting) gambling activities under those powers. Alternatively, Congress

could also exercise its taxing powers under Article I, Section 8, Clause 1 to

93
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regulate or even prohibit gambling.® For example, Congress could enact a
L L
large federal excise tax on gambling transactions to effectively eliminate le-
galized gambling by making it uneconomical.

Despite these extensive powers, the federal government has exercised a
restrained approach in its oversight of gambling. The states provide most
laws involving the regulation of gambling. As political subdivisions of the
state, local governments function much like agencies in exercising govern-
mental power, which is effectively derived from the state.® Federal policy
has generally supported state autonomy over gambling matters, intervening

&) / 4 O & ? &
only in limited circumstances to address such matters as interstate aspects
of gambling, criminal activities, and gambling conducted by Native Ameri-
can tribes. Federal tax laws specifically applicable to gambling focus prima-
rily on information reporting, and they have only limited effects on the in-
dustry’s gambling operations.

7 -

Significant state regulatory structures affecting commercial casino gam-
bling are discussed in this chapter, followed by more extensive state-specific
expositions in chapters 7 and 8. Federal laws regulating gambling, including

4 2 o

the pecuhar regulatory posture of Native American gaming and the special

g
problems of the Internet, are discussed in chapters 9 through 11.

STATE REGULATION:
WIELDING THE POLICE POWER

A state’s authority to regulate (or prohibit) gambling is traditionally associ-
ated with so-called police power, which was the subject of some early
Supreme Court ].itigation. In Stone v /T-ﬁ'issis.sippi,'j‘ a corporation cha}ienged
the validity of state legislation abrogating its power to conduct a lottery,
which the state had previously granted through a corporate charter. The cor-
poration claimed that this legislation impaired contractual rights in violation
of the Contracts Clause in Article I, Section 10, Clause 1 of the United
States Constitution.”

The Court rejected this challenge and confirmed the state’s power to reg-

ulate gambling, stating in part:

[Lotteries] are not, in the legal acceptation of the term, mala in se, but, as
we have just seen, may properly be made mala prohibita. They are a species
of gambling, and wrong in their influences. They disturb the checks and

balances of a well-ordered community. Society built on such a foundation
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would almost of necessity bring forth a population of speculators and

gamblers, living on the expectation of what, “by the casting of lots, or by

&
lot, chance, or otherwise,” might be “awarded” to them from the accumu-
lations of others. Certainly the right to suppress them is governmental,
to be exercised at all times by those in power, at their discretion. Any
one, therefore, who accepts a lottery charter does so with the implied
understanding that the people, in their sovereign capacity, and through
their properly constituted agencies, may resume it at any time when the
public good shall require, whether it be paid for or not. All that one can
get by such a charter is a suspension of certain governmental rights in his
favor, subject to withdrawal at will. He has in legal effect nothing more
than a license to enjoy the privilege on the terms named for the specified
time, unless it be sooner abrogated by the sovereign power of the State.
It is a permit, good as against existing laws, but subject to future legisla-

tive and constitutional control or withdrawal.®

The Court’s views reflect the sentiments of the times about gambling;

that is, it was not wrong in itself (mala in se), though it tended to have neg-

. . . o e, s 7
ative effects that states could constrain thm'ugh regu]at.ion or pro}nb}tmn.’

It is also interestin g to note that the Court advanced the belief that lotteries

Were even more damag’in gto the social fabric than other forms of garnbiing

and that some government reguiati()n was prefemble to none in this area.

[TThis court said, more than thirty years ago, speaking through Mr. Justice
Grier, in Phalen v. Virginia (8 How. 163, 168), that “experience has shown
that the common forms of gambling are comparatively innocuous when
placed in contrast with the wide-spread pestilence of lotteries. The former
are confined to a few persons and places, but the latter infests the whole
community; it enters every dwelling; it reaches every class; it preys upon
the hard earnings of the poor; and it plunders the ignorant and simple.”
Happily, under the influence of restrictive legislation, the evils are not so
apparent now; but we very much fear that with the same opportunities of
indulgence the same results would be manifested. If lotteries are to be tol-
erated at all, it is no doubt better that they should be regulated by law, so
that the people may be protected as far as possible against the inherent
vices of the system; but that they are demoralizing in their effects, no mat-

ter how carefully regulated, cannot admit of a doubt.?
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The police power reflects the ideal of government protecting citizens from
one another and, perhaps in some cases, from themselves. For many years,
governments have chosen criminal sanctions as the method of exercising the
police power to stamp out gambling (particularly in its professional or com-
mercial forms) or at least to constrain its impact on society through deterrent
effects. Fraud, cheating, and the economic hardship associated with losing
more than a patron could afford, as well as other collateral effects associated
with gambling losses, including crime, violence, and strained family relation-
ships, were among the concerns to be addressed. Governments attempted,
in general, to reduce these problems by limiting the available opportunities
to gamble. Attaching a criminal penalty also reinforced other social values,
such as accumulating wealth by earning, saving, and investing for the future
rather than by quick gains from beliefs in luck or chance.

However, criminal sanctions provide an imperfect solution to the regula-
tion of gambling, Defects in the statutory scheme, such as incomplete defini-
tions of proscribed forms of gambling, sometimes leave gaps to be exp],oited.9
As in other industries, technological changes, including the development of
electronic communication media, change the way that business is done; laws
must also change to encompass these new techno]ogies.m Lawmakers must
also take care to adjust the system of criminal penalties to take into account
current social conditions and beliefs. A penalty that is judged too harsh will
impede prospects for conviction and make enforcement less likely, while a
penalty that is seen as too lenient will not deter the proscribed behavior. i

Even if lawmakers produce perfectly written statutes, enforcing them is
another matter. The fact that gambling is not viewed as malum in se may lead
to lax enforcement efforts, as officials direct scarce rescurces toward activ-
ities that they believe present more serious social problems‘. Corrupting in-
fluences may also be at work as illicit gambling profits may also find their
way to affect the decisions of law enforcement officials. This in turn may
create the need for still more laws, and probably federal oversight, to ad-
dress the problem of state and local Corl:'uption.33

Even with the most efficient criminal sanctions, some individuals will con-
tinue to demand gambling services and will seek out this demand through an
underground economy that is beyond the effective reach of governmental au-
thority. Negative collateral effects from gambling still exist in this environ-

ment, though they presumably affect fewer patrons.
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Of even greater significance to policymakers may be the fact that sub-
stantial profits generated in this underground economy are beyond the
reach of the government’s taxing power. Though governments may tax illicit
gains, '* the collection of such taxes presents a real problem. The prospect of
capturing tax and other economic benefits from this underground economy
presents a tempting target for those seeking a solution for fiscal needs with-
out the negative political consequences of raising taxes.

Legalization may make illicit alternatives less desirable for both patrons
and providers who would prefer to avoid the sanctions and stigma associated
with illegal activity. However, it is unlikely to eliminate the underground
economy. Regulations impose costs, which increase individual incentives to
circumvent the regulatory system. For example, even when options for le-
galized gambling exist, patrons may continue to choose illegal gaming based
on a desire to attain better odds or to avoid tax consequences on Winn‘ing& 15

Thus, criminal sanctions continue to piay an important role even in those
states that choose the path of legalization. However, such sanctions serve a
different function in the legal and social order, in that they tend to protect
the state’s fiscal interests by channeling behavior away from illegal alterna-
tives and into taxable gambling activities. Their role as a transmitter of social
values is compromised by the existence of government-sanctioned outlets
for similar behavior.

Legalizing an activity, coupled with the promotion of that activity
through advertising, will generally increase the level of that activity that was
once prohibited. 16 Some commentators have su ggested that legalization may
even increase illegal forms of gambling by reducing the stigma associated
with gainbling.17 Even if this is not the case, policymakers must recognize
that increasing the opportunities for legal gambling activities is likely to ex-
acerbate social problems associated with gambling. As discussed in chapter
5, bankruptcies, crimes, and other negative consequences mean that some
of the costs associated with gambling activities may be externalized to oth-
ers. In an ideal world, a regulatory approach should address these costs and

limit their imposition upon others.
STATE REGULATORY STRUCTURES

States with legahzed casino gambiing have pursued different approaches to li-

censing and regulating gaming operations, but those approaches share some
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common features. For the most part, regulatory behavior tends to focus upon
the goal of developing public confidence in gaming as a legitimate form of en-
tertainment. Such efforts must overcome years of history and cultural bias:
recall that “maintaining a gambling house” was generally considered as a pub-
lic nuisance to be abated.'®

To achieve this end, regulations need to address consumer concerns
about fraudulent, unfair, or otherwise dangerous practices that potentially
affect gaming patrons. Regulators must disassociate criminal elements from
state-sanctioned gambling establishments. They must also protect patrons

from unscrupulous gaming operators and threats or violence due to gaming

g
losses. Enhancing the legitimacy of the industry will also tend to channel pa-
trons and service providers away from illegal alternatives, which is impor-
tant for governmental success in capturing the economic benefits that oth-
erwise lurk in the underground economy.

Regulations also must ensure that government-imposed taxes and fees
are accurately assessed and collected. Much like owners, governments are
concerned about getting their share of the financial rewards generated from
a gambling enterprise. Without adequate internal controls and reporting, a
cash-based business such as a casino provides a fertile environment for si-
phoning money back into the underground economy. (The federal govern-
ment shares this interest with the states. As discussed in chapter 9, it also im-
poses regulations to prevent money laundering and to protect other fiscal
and security interests.)

In many jurisdictions, the regulatory structure also seeks to ensure the
economic viability of gaming as an enterprise in the state. States often ac-
complish this by limiting the supply of gaming licenses, thus preserving
what amounts to an oligopolistic status for licensed casinos. This structure
tends to ensure that the state will have a reliable flow of tax dollars from an
operation with an adequate market share to support a profitable operation,
thereby attracting private capital to invest in the casino infrastructure.

Having fewer but larger facilities may also provide other efficiency gains
from a regulatory perspective. For example, it is undoubtedly easier to
monitor the compliance of fewer larger establishments than many small
ones. Moreover, to the extent that the providers are largely made up of pub-

licly traded corporations, additional resources (including government agen-
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cies, such as the Securities and Exchange Commission) are available to mon-
itor and regulate the financial responsibility of the industry.

Nevertheless, a structure favoring a limited number of providers also has
potential downside risks. The award of a discretionary gambling license in-

creases the possibility that private companiesw

will receive public largess
based on their political influences. Though it may be possible to structure li-
censing decisions in a competitive way to ensure that the public captures a
larger portion of the benefits associated with gaming, this is not the domi-
nant approach in jurisdictions with a limited number of licenses.

Finally, government may also seek to address some of the negative con-
sequences of legalized gambling on patrons and their families stemming
from excessive gambling losses. Regulations have generally overlooked these
consequences on individuals, which are often indirect and hidden, in favor
of market competition for the gaming dollar. In part, this regulatory gap
may be due to the exigencies of developing an effective business model that
will produce the expected revenues promised to constituents. Governments
that depend upon tax revenues from gaming operations understandably find
it easier to choose a path that maximizes the industry’s gains, which may
come at the expense of the citizens they are supposed to protect.

Protections for those vulnerable to compulsive gambling behaviors are es-
pecially weak, often involving counseling and treatment options that are ef-
fective, if at all, after considerable financial and other damage has occurred.
The compulsive gambler is thus exposed to ever-expanding opportunities for

legai gaming, leaving families and others ( including nongamblers) exposed to

&,
the attendant social and economic losses from this behavior.

Though a comprehensive state-by-state review of efforts to regulate gam-
bling is beyond the scope of this book, a review of the particular regulatory
structures and practices in a few states provides a flavor of different ap-
proaches taken and the relative balance achieved between promotion of the
industry and protection from its excesses. Nevada’s system is well devel-
oped and oriented heavily toward the promotion of gambling as a significant
part of the state’s economy, reflecting its position as an early adopter of le-
galized gambling as part of the entertainment and tourism industry. As such,
it provides a baseline for comparison with approaches taken in other states

that have followed Nevada’s lead in legaiizing casino gambling.



7. Casino Regulation in Nevada

/ /\s the leading destination for casino gambling in the United States, Nevada
has a long-standing commitment to the gaming industry as an important
part of its economy. ' Nevada has designed a regulatory scheme that links the
growth and success of the industry to public trust and confidence in the in-
tegrity of the industry and all those who deal with it. As stated in the Gam-

ing Control Act:

All establishments where gaming is conducted and where gaming devices
are operated, and manufacturers, sellers and distributors of certain gam-
ing devices and equipment . . . must therefore be licensed, controlled and
assisted to protect the public health, safety, morals, good order and gen-
eral welfare of the inhabitants of the state, to foster the stability and suc-
cess of gaming and to preserve the competitive economy and policies of

free competition of the State of Nevada.’

Because of Nevada’s position as the state with the [argest casino i.ndustry and
the longest history of legalized gambling, its regulatory model merits seri-

ous attention from those concerned with gaming regulaﬁon.
BASIC MECHANISMS OF CONTROL

Nevada pursues its regulatory purposes through two agencies: the Gaming
Control Board and the Gaming Commission. The Gaming Commission con-
sists of five members, who are appointed by the governor. 3 In an effort to
maintain political neutrality, no more than three members may come from
the same political partyq’ and no member may currently hold elective office
or an official capacity in a political party,5 In an effort to maintain neutrality
from the industry, no member may hold a pecuniary interest in a gamin

I} 1
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tablishment.® The commission has authority to issue gaming licenses and to
promulgate regulations affecting the irl,dus‘ur‘y.7

The Gaming Control Board consists of three members, also appointed by
the governor.8 Like commission members, board members are precluded
from holding an elected office or serving as an official in a political party.g
One member must be a certified public accountant or otherwise qualified to
practice public accounting and must also possess expertise in corporate fi-
gaming, ' Another member must be selected

“with special reference to his training and experience in the fields of inves-
»11

nance, auditing, economics, or

tigation, law enforcement, law or gaming.

The board’s mission is stated as follows:

The State Gaming Control Board governs Nevada’s gaming industry
through strict regulation of all persons, locations, practices, association,
and related activities. Through investigations, licensure, and enforcement
of laws and regulations we protect the integrity and the stability of the
industry and ensure the collection of gaming taxes and fees that are an es-

sential source of State revenue. !?

An extensive stalf, which is organized in six functional divisions, assists the
board in carrying out its duties.

The Audit Division, which has a professional staff of more than one hun-
dred employees, audits casinos with more than §3 million in revenue to en-
sure compliance with applicable gaming laws and proper reporting of gam-
ing revenue. It utilizes traditional audit techniques as part of regular,
systematic reviews of casino operations, and it also perfc)rms covert opera-
tions or other special investigations as needed to detect money laundering,
“skimming,” or other illegal activities. t

Investigative functions are also carried out by two other divisions: the In-
vestigation Division and the Enforcement Division. The Investigation Divi-
sion carries out background investigations on prospective licensees.'® The
Enforcement Division’s responsibilities include investigating suspected
criminal activity, monitoring for involvement of organized crime, and
checking the backgrounds of prospective employeesfé The Enforcement
Division also recommends to the board persons to be added to the “List of
Ixcluded Persons.”!” As discussed later in the chapter, this list has proved

controversial, as it provides a state-sanctioned means for private firms to
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deny access to specific individuals in an effort to protect the industry’s rep-
utation and to further law enforcement efforts.

The Tax and License Division is responsible for collecting all taxes im-
posed on gambling, It also issues gaming licenses pursuant to the direction of
the Gaming Commission, performs compliance reviews for licensees with
less than $3 million in gaming revenues, and monitors Indian gaming in Ne-
vada.'® Gaming taxes and related fees and licenses totaled $819,380,000 in
fiscal 2004, representing 19.6 percent of total revenues. 19

Other divisions are designed to deal with specialized problems. The Cor-
porate Securities Division monitors publicly traded companies and their
subsidiaries operating gaming businesses in N evada.’? Since the Nevada leg-
islature changed state law to lift restrictions affecting the ability of publicly
traded companies to hold gaming licenses, these companies now control ap-
g revenues in the state.”! Finally, the
"Technology Division provides laboratory and field testing for electronic de-
22

proximately three-fourths of gamin

vices and software to ensure their integrity for gaming patrons.
Licensing for casino owners and employees is a central feature of Nevada’s
regulatory system. It is unlawful for an “owner, lessee, or employee” to carry
on any gaming activity without a license. 23 “Restricted” licenses are available
to those who choose to operate fewer than fifteen slot machines in an envi-
ronment that is ancillary to another business, such as in a restaurant or con-
venience store.”* Operators and employees of casinos with more than fifteen
devices or with table games require an “unrestricted” license.”®
A prospective licensee bears the burden of proving his or her qualifica-

tion.”® The following criteria apply in making licensing decisions:

An application to receive a license or be found suitable must not be
granted unless the commission is satisfied that the applicant is:

(a) A person of good character, honesty and integrity;

(b) A person whose prior activities, criminal record, if any, reputa-
tion, habits and associations do not pose a threat to the public in-
terest of this state or to the effective regulation and control of
gaming or charitable lotteries, or create or enhance the dangers
of unsuitable, unfair or illegal practices, methods and activities in

the conduct of gaming or charitable lotteries or in the carrying on

&

of the business and financial arrangements incidental thereto; and
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(¢) Inall other respects qualified to be licensed or found suitable con-

sistenﬂy with the declared poh’cy of the state.”’

Operators who apply for a casino license must further establish business
competence and experience and prove that adequate financing for the casino
operation comes from a “suitable source.””® Even lenders to casino opera-
tions must meet character reqm’rementa,29 and others doing business with
the casino may also be subjected to licensing requirements.*

Licensing standards serve a public purpose in protecting patrons and oth-
ers doing business with the casino industry. For example, ensuring the finan-
cial wherewithal to meet operational demands tends to ensure that casinos
are able to carry out their financial obligations to winning patrons. However,
licensing standards also serve another important purpose, which was instru-
mental in gaining public acceptance for the industry: freedom from associa-
tion with criminal elements. The Nevada Supreme Court explained this pur-

pose in an early case.

Throughout this country, then, gambling has necessarily surrounded it-
self with an aura of crime and corruption. Those in management of this
pursuit who have succeeded, have done so not only through a disregard
of law, but, in a competitive world, through a superior talent for such dis-
regard and for the corruption of those in public authority.

For gambling to take its place as a lawful enterprise in Nevada it is not
enough that this state has named it lawful. We have but offered it the op-
portunity for lawful existence. The offer is a risky one, not only for the
people of this state, but for the entire nation. Organized crime must not
be given refuge here through the legitimatizing of one of its principal
sources of income. Nevada gambling, if it is to succeed as a lawful enter-
prise, must be free from the criminal and corruptive taint acquired by
gambling beyond our borders. If this is to be accomplished not only must
the operation of gambling be carefully controlled, but the character and
background of those who would engage in gambling in this state must be

Carefuﬁy scrutinized.’!

This 1957 opinion was written shortly after an extensive study of orga-
nized crime was commissioned by the United States Senate. In 1950, Sena-

tor Estes Kefauver, who chaired the Senate Committee to Investigate Orga-
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nized Crime, delegated to the American Bar Association the responsibility
for investigating and evaluating local law enforcement mechanisms and their
effectiveness against organized crime.*? This study, which was issued in
1952, raised important issues concerning the tension between the struc-
turally desirable [eature of local law enforcement and control, which is in-
herent in our federal system, and the deleterious effects of corruption on its
effectiveness. If Nevada was to avoid encroachment by federal law enforce-
ment,”? it was effectively required to demonstrate that its regulatory agen-
cies and its gamblin

g industry were free from the taint of criminal elements.

AGENCY DISCRETION: LICENSING

The Casino Control Act grants extensive discretion to the commission in
granting or denying licenses to casino operators and key employees, and that
discretion is critical to maintaining the integrity of the industry. The act pro-
vides in part: “The commission has full and absolute power and authority to
deny any application for any cause it deems reasonable.”** The act also makes
it clear that a license is not a property right but is instead a revocable privi-
}ege,‘gs Nevada law provides no recourse to judicial review for a prospective
licensee whose application is denied.?® This feature has survived constitu-
tional challenges, leaving the commission with nearly plenary powers over
those to whom licenses are granted.

For example, in State v. Rosenthal, 37 the Nevada Supreme Court upheld
the commission’s denial of a license to Frank Rosenthal, who functioned as
a key employee of a Las Vegas casino. In support of its decision, the commis-

sion had made the foliowing ﬁndings about Rosenthal:

The applicant is a person whose licensing by the State would reflect or
tend to reflect discredit upon the State of Nevada by reason of: A) A
North Carolina court finding of guilt for conspiracy to bribe an amateur
athlete; B) Testimony of Mickey Bruce in Senate subcommittee hearings
that applicant attempted to bribe him to throw outcome of 1960 Ore-
gon-Michigan football game; C) Statements by police officers Dardis and
Clode to Senate subcommittee and to Florida Racing Commission that
applicant admitted he was corrupting public officials in return for pro-
tection; D) The applicant’s being barred from race tracks and pari-mutual

operations in the State of Florida.?®
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In reversing a lower court’s finding that the board’s decision violated
Rosenthal’s due process rights, the Nevada Supreme Court treated gambling
as a special case suited for the state’s exercise of “police powers” outside the

scope of federal constitutional protections.

Gaming as a caliing or business is in the same class as the seiling of intox-
icating liquors in respect to deleterious tendency. The state may regulate
or suppress it without interfering with any of those inherent rights of cit-

izenship which it is the object of government to protect and secure.*

A legislative decision to leave licensing matters to the discretion of the
commission and to provide no resort to judicial review did not offend due
process. As a prospective licensee, Rosenthal was not deprived of any current
property right. Moreover, deference to agency discretion was consistent
with the legislature’s purpose in regulating legalized gambling. Specialized
knowledge was required to effectively regulate the gambling industr:y,40 and
the qualifications and experience of the commission made it especially well
qualified to exercise this discretion.*!

The commission also serves as the primary decision maker in cases in-
volving revocation or other disciplinary matters affecting licensees. How-
ever, judicial review is provided in this context.*? Unlike the prospective li-
censee, a holder of an existing license does possess rights that are entitled to

due process protections.
AGENCY DISCRETION: BLACKLISTING

The List of Excluded Persons or “Black Book” provides another tool for the
state to reinforce its efforts to legitimize the gaming industry. The commis-
sion is authorized by statute to create a list of persons “whose presence in the
establishment is determined by the board and the commission to pose a
h>1

threat to the interests of this state or to licensed gaming, or both.™ The cri-

teria for exclusion include a broad range of activities:

(a) Prior conviction of a crime which is a felony in this state or under
the laws of the United States, a crime involving moral turpitude or
a violation of the gaming laws of any state;

(b) Violation or conspiracy to violate the provisions of this chapter re-

lating to:
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(1) The failure to disclose an interest in a gaming establishment for
which the person must obtain a license; or
(2) Willful evasion of fees or taxes;

(c) Notorious or unsavory reputation which would adversely affect pub-
lic confidence and trust that the gaming industry is free from crimi-
nal or corruptive elements; or

(d) Written order of a governmental agency which authorizes the ex-
clusion or ejection of the person from an establishment at which

gaming . . . is conducted. "

Exclusion may not be based on invidious categories, including race, color,
creed, national origin or ancestry, or sex.*> However, the commission need
only find one of the permissible enumerated criteria for exclusion in order
to support a decision to exclude.*® The stated criteria allow for exclusion
based on information that would be insufficient for a criminal conviction.

For example, regulations provide that hearsay evidence——as reflected in re-

ports by federal or state legislative or executive agencies—may be used to
establish a “notorious or unsavory reputation” as a basis for exclusion.*’ As-
sociating with illegal sports betting or influencing the outcome of collegiate
sporting events is also grounds for exclusion.*®

The commission’s decision is subject to judicial review, but a reviewing
court’s ability to reverse such a decision is constrained by statute, which
limits relief to such circumstances involving a decision that is “ansupported
by any evidence” or “arbitrary or capricious or otherwise not in accordance
with law”™* The commission is permitted to take punitive measures against
any establishment or related individual who “knowingly fails to exclude” a
listed person.m Listed persons who attempt to enter a casino or otherwise
have contact with the industry may be charged with a gross misdemeanor. >

The Black Book was initial]y used to target known members and associ-
ates of organized crime, and it was apparently used sparingly during its carly
years. For example, after existing for more than twenty years, only nine per-
sons were listed in 1987.°% As of May 2005, thirty-nine persons were
listed.”? Several added to the list in recent years have been included for
crimes involving efforts to improperly manipulate electronic gambling de-
vices.”* Thus, although the origins of the list may have been rooted in pro-

tecting the public reputation of the industry, it also protects the casinos from
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economic losses by providing a centralized means of notice from those with
a propensity for electronic theft.>

Those selected for inclusion in the Black Book enjoy limited due process
rights, which are grounded in the significant reputational interests affected
by inclusion.”® In Spilotro v. Stazﬁe,WAnthcmy Spilotro, an organized crime fig-
ure who had been placed in the Black Book, unsuccessfully challenged the
constitutionality of the Nevada statutes. Among other things, Spilotro al-
leged that the Nevada scheme violated substantive due process by punishing
him for his status or associations. The court rejected this argument, stating
in part: “the purpose of the statutes is regulatory, not penal. The exclusion-
ary list is designed not to punish those listed for past bad behavior, but to
protect the interests of the State and the licensed gaming industry, by avoid-
ing any potentially significant criminal or corruptive taint and thus maintain-
ing public confidence and trust in the gaming 'indu:s‘try.”58 These regulatory
purposes also formed the basis for rejecting his argument that inclusion on
the list was an unconstitutional bill of attainder, which required a criminal
penalty for that status to attach.>”

The court also rejected challenges based on Spilotro’s right to travel, as-

g
sociation, and access to public places, which would be affected by inclusion
on the list. In particular, it found that no such rights exist for access to casi-
nos.°“The court found that the rules governing the Black Book were a “rea-
sonable method of achieving a legitimate end of protecting the state’s vital
gaming industry and thus comply with substantive due process and proce-
dural due pmcess.”“

Commentators have been critical of the list as a means of regulation, par-
ticularly because of the potential impact on economic and associational rights
from inclusion, which may be based on evidence that falls short of constitu-

N o, . i~ N . . . 9]
tional sutﬁciiency for a criminal conviction.®’

However, the peculiar nature of
Casino garnbiing a.pparenﬂy forms the basis for granting some latitude to the
state in choosing the means to accomplish its regulatory purposes.

That latitude is also evident in Nevada’s treatment of so-called card coun-
ters, who may be excluded from casinos for conduct that does not involve
cheating or criminal activity but that instead might threaten the industry’s
economic well-being, The exclusion of card counters is not expressly sanc-
tioned by state statute; it is the product of a common law rule giving owners

of private establishments the right to refuse service to those whom they
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choose. A]though the Gaming Control Act requires that ganﬂ)iing be avail-
able to the public, it also specifically allows this “common law right” to con-

tinue. The act states that it does not

(a) Abrogate or abridge any common law right of a gaming establish-
ment to exclude any person from gaming activities or eject any per-
son from the premises of the establishment for any reason; or

(b) Prohibit a licensee from establishing minimum wagers for any gam-
bling game or slot machine.®’

In Uston v. Hilton Hotels Corpo.ration,64' a card counter challenged the legal-
ity of a casino’s practice of excluding him from the casino, even though his
name was not found in the Black Book. Uston had neither cheated nor com-
mitted an illegal act; he claimed that his only offense was that he was a “bet-
ter than average blackjack (‘217) player.” As the court explained, a “card
counter” is “a person that attempts to know every card both in and out of
the deck, thereby enhancing his chances of placing a favorable Wagel".”éS
Card counting does not guarantee success, but by evaluating the cards that
have been played and by making larger bets as more cards are played (and
thus more cards are known), a card counter is able to gain some advantage
in assessing the odds affecting a particular hand.®®

Uston based his claim, in part, on a civil rights statute, 42 U.S.C. § 1983,
which requires state action as a predicate. Here, even though his exclusion
was not caused by any positive action of a government official or agency,
such as the Gaming Control Board or Gaming Commission, Uston alleged
“that the actions of the defendants in preventing him from playing the game
of ‘217 were tantamount to state action (1) because of the extent to which
the State of Nevada regulates the gaming industry, and (2) because the State
of Nevada, charged with the enforcement of the gaming laws, has refused to
prohibit the discrimination against card counters.”®’

The court found these arguments to be without merit, stating in part:
“Mere state regulation of a private industry in and of itself does not consti-
tute state action. Something more, more in the nature of a substantial and
direct state involvement in promoting the challenged activity, must be
demonstrated in order to establish state action.”®® In this case, Uston could
not show that the state had “to any significant degree promoted or partici-

pated in the exclusion of persons suspected by gaming establishments to be
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card counters or in Uston’s words, ‘better than average black jack play-
ers. 7% The state’s inaction—that is, its failure to compel casinos to admit
him because he was not on the List of Excluded Persons—would not give
rise to a cause of action in these circumstances.” Having failed to show any
basis for invidious discrimination, Uston was thus left without any legal
recourse under federal law in these circumstances. Moreover, given the spe-
cific reservation of the common law right to exclude, it appears that no re-
course exists under Nevada state law either.

The Uston court is probably correct that no federal civil rights violation
arises from being excluded from a casino because you are perceived to be a
better than average player. Other courts have reached a similar conclu sion.”!
However, the distinction between government action and inaction-—that is,
turning a blind eye toward a conspicuous practice—in a pervasively regu-
lated industry is difficult to draw. It is also potentially troublesome from a
political perspective. The fact that state law permits casinos to exclude play-
ers considered to be an economic threat reveals the state’s interest as a de
facto participant in the gambling business. It also reinforces the state’s vital
economic interest in ensuring that casinos are on the winning side of the
gaming equation, even to the detriment of particular citizens.”?

It strains logic to assert that permitting casinos to adopt exclusionary
practices reinforces consumer confidence in the fairness of the gaming in-

dustry. A New Jersey court considering a similar claim by Uston raised these

&
p()ints,

The exclusion of persons who can play the licensed games to their advan-
tage may diminish public confidence in the fairness of casino gaming. To
the extent persons not counting cards would be mistakenly excluded,
public confidence might be further diminished. However, the right of the
casinos to have the rules drawn so as to allow some reasonable profit
must also be recognized in any realistic assessment. The Commission
should consider the potentially broad ramifications of excluding card
counters before it seeks to promulgate such a rule. Fairness and the in-

73

tegrity of casino gaming are the touchstones.

Regulators in New Jersey have taken a different approach than Nevada.
Rather than allowing casinos to exclude card counters, New Jersey allows

casinos to take special measures to address the economic threat of card
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counters, including reshuffling cards, increasing the number of decks being
played, limiting the number of hands that may be played at one time, and
lowering betting limits for suspected card counters.”* However, under ei-
ther approach, card counters are still not treated the same as other gamblers
who lack their skills; the economic interests of the casinos triumph over a

skilled player’s po tential ad vantage.
CREDIT RULES

Credit is ubiquitous in commerce, and it is commonly understood that grant-
ing credit facilitates consumer spending. However, easy access to credit in the
emotion-laden environment of a casino also presents the potential for patrons
to exacerbate their losses, perhaps to the point of excess. Gaming experts
have indicated that credit may account for more than half of the revenues gen-
erated in Nevada’s larger casinos and that it is an especially critical business

practice for casinos that compete for the patrona 75

ge of foreign gamblers.

Oddly enough, prior to 1983 Nevada followed the common law rule that
gambling debts were legally unenforceable.”® Nevertheless, the industry was
apparently quite successful in collecting debts outside the judicial process.
Experts in this area estimated a historical collection rate of 95 perczent.77
However, more permissive credit rules in New Jersey, which permitted the
enforcement of gambling debts, caused the Nevada gaming industry to seek
changes in its laws to ensure that Nevada gamblers would continue to view
their debts as valid.”® The current provision states in part: “A credit instru-
ment accepted on or after June 1, 1983, and the debt that the credit instru-
ment represents are valid and may be enforced by legal process.”79 In order
to cut off potential defenses to gambling debts based on compulsive gam-

bling, the statute also provides in part that

A patron’s claim of having a mental or behavioral disorder invcﬁving
ga‘mbling:
(a) Is not a defense in any action by a licensee or a person acting on
behalf of a licensee to enforce a credit instrument or the debt that
the credit instrument represents.
(b) Is not a valid counterclaim to such an action.®
Nevada’s statutory abrogation of its common law doctrine undoubtedly

favors the commercial Viability of casinos. The board still regulates a ca-
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sino’s credit practices, including requirements for information gathering to
ensure a patron’s creditworthiness and to prevent the use of credit as a
money-laundering device.?! Tt also regulates collection practices to prevent
collection abuse.%” Otherwise, the responsibility for using credit within
one’s means lies solely with the patron.

While casinos may use the courts to collect debts from their patrons, pa-
trons with claims against casinos for unpaid jackpots or other winnings are
required instead to participate in an administrative proceeding before the

board or, in cases under five hundred dollars, before a hearing examiner ap-

&
pointed by the board.®* The statute here essentially provides that, outside of

the statutorily prescribed procedures for administrative review, “gaming
debts that are not evidenced by a credit instrument are void and unenforce-
able and do not give rise to any administrative or civil cause of action 8% After
participation in this administrative process, patrons or licensees who are ag-
grieved by a final decision of the board may petition for judicial review.®

Market forces reinforce a casino’s interest in paying off jackpots or other
winnings, as contrary practices would tend to dry up the market for patrons
rather q'uicki_y.g(’ A casino that fails to pay off a valid jackpot also places its li-
cense at risk, which creates an additional disincentive for refusing })ay'nlent,.87
However, in a rare litigated case where a casino refused to pay, the letter of
the law was applied in favor of the casino. This case involved a nineteen-year-
old who was lucky enough to win a slot machine jackpot in excess of $1 mil-
lion. His luck ended, however, when the casino discovered that he was a
minor ineligible to gamble under Nevada law.®¥ The casino asserted his mi-
nority as a contractual defense to payment, claiming that a minor could not
form a valid contract under Nevada law. The board agreed with the casino, as
did both the Nevada Supreme Court and the Ninth Circuit.¥

On one hand, this result tends to reinforce government efforts to prevent
minors from gambling. By removing the incentive of a large jackpot, a minor
might well be deterred from trying to play at all. On the other hand, if un-
detected minors can win smaller jackpots that do not generate attention
from the casino, they might still seek to play despite this ruling. A casino
benefits from losses incurred by minors, just as it benefits from the losses of
other players.

However, allowing minors to gamble potentially subjects casino opera-

tors to disciplinary actions, including fines and the possibility of losing a



Governing Fortune 112

gaming license.’ The threat of discipline encourages casino efforts to mon-
itor and exclude minor patrons. That incentive would be strengthened if
casinos were also obligated to pay off winnings and to restore losses incurred
by minor patrons. This less restrictive approach reflected in current law ap-

pears to favor the casino’s economic interests.
PROBLEM GAMBLING

Direct efforts to address concerns about the excesses of gambling patrons—
including the effects of compulsive gambling—are virtually nonexistent in
Nevada. In 1998, the Gaming Control Commission adopted regulations that
required its licensees to take some minimal steps toward concerns about
problem gambling. First, the regulations require licensees to post informa-

tion for its patrons.

Each licensee shall post or provide in conspicuous places in or near gaming
gam in g areas writ-

ten materials concerning the nature and symptoms of problem gambling

and cage areas and cash dispensing machines located in

and the toll-free telephone number of the National Council on Problem
Gamb]ing or a similar entity apprmfed by the chairman of the board that

}:)rovides information and referral services for pr{)blem gamblers‘%

Second, licensees are also required to conduct training programs for
their employees about the nature of problem gambling. The purpose of such
training appears limited, however, as the regulation specifically provides that
“[t}his subsection shall not be construed to require employees of licensees to
identify problem gamblers.”92

Third, certain licensees are required to develop procedures for self-regu-
lation by patrons: “Each licensee that engages in the issuance of credit, check
cashing, or the direct mail marketing of gaming opportunities, shall imple-
ment a program . . . that allows patrons to self-limit their access to the is-
suance of credit, check cashing, or direct mail marketing by that licensee .

Public appropriations to treat problem gambling have been nonexistent
in Nevada, as this problem has been left in private hands. However, in 2005,
Governor Kenny Guinn proposed an appropriation of two hundred thou-
sand dollars over two years to help create a problem gambling progra}fm.94
Although the industry privately funds programs to help problem gamblers,

pubhc funding has not previously addressed this issue.”® Critics point out
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that the amount of this appropriation pales in relation to the taxes generated
from gambling (which, as noted previously, exceed $800 million annually).
However, only seventeen states provide some funding for problem gam-
bling.” Thus, Nevada’s prior funding practices (or lack thereof) do not seem
that unusual by this standard.

Although regulations recognize the existence of problem gambling, they
do very little to interfere with the business practices of the casinos and the
putative freedom of patrons to make their own decisions about how much
to lose. Nevada’s regulatory approach requires a high level of personal re-
sponsibility among gamblers for their own choices. Such an approach is con-
sistent with the business goals of casino operators, particularly when high
rollers (so-called whales), who are often from foreign countries, constitute
a specific and highly profitable segment among gambling patrons. (As one
commentator has quipped, “In Las Vegas, compulsive gambling is defined as
‘devoted casino customer. ”)97

Nevada law provides separate licensing provisions applicable to so-called

international gaming salons, which require a minimum of five hundred

£
thousand dollars as a cash deposit or line of credit as a prerequisite to admis-
sion”® and a minimum wager of five hundred dollars.” Salon operators must
limit admission to those who meet approved financial criteria,'” which
tends to ensure that patrons who participate in this high-stakes environment
can afford potentially big losses. Limitations on losses certainly seem incon-
gruous within such an environment. However, patrons with more modest
means can undoubtedly still lose more than they can afford without entering
an international gaming salon.

The Gaming Commission has taken some steps toward constraining the
methods of payment accepted in electronic devices used in gaming, which
tend to limit excessive losses by those of more modest means. In 1995, the
state legislature adopted a statute that proscribed electronic transfers from
a financial institution directly to a gaming device through a credit card. 19!
However, the statute was silent as to transfers using debit cards. In May
2003, the Gaming Commission rejected a plan to allow ATM cards in slot
machines.'?? The Gaming Control Board recommended further study of the
impact of using ATM cards on compulsive gambling, and the commission
acquiesced in this recommendation.'® The commission has also enacted a

rule prohibiting the location of an ATM within a designa.ted gaming area of
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a restricted licensee. % Such a restriction might also tend to limit impulse

gambling at these locations.
Lo

Nevada’s casino-friendly rules appear to have been quite effective at de-
veloping a successful model for generating economic benefits from the gam-
ing industry. Gaming taxes, which make up nearly 20 percent of state rev-
enues, provide an important source for public funds. Nevada imposes no
income taxes on individuals or corporations, but it does have a sales tax,
which generates a share of state revenues that is comparable to gaming
taxes.'” Given the substantial dependence on tourism in this economy, it is
likely that tourists pay a substantial share of these taxes.

Local taxes in Nevada also appear quite modest. According to one study,
a family of four living in Las Vegas and earning $100,000 per year paid an
average of $4,217 in state and local taxes, which is well below the national
median figure of $8,896.10¢ By comparison, that same family in Omaha, Ne-
braska——a city without legalized casino gambling—paid $8,635.1% Never-
theless, the tourist-oriented model achieved in Nevada, and particularly in
the destination resorts of Las Vegas, has proved difficult to replicate in other
venues. Other states have chosen to take slightly different approaches to

regulating casinos, which are discussed in the following chapter.
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[ rospects for tourism, economic renewal, and tax relief have provided the

gam -

ga constitu-

tional amendment in 1976 to permit casinos in Atlantic City.! New Jersey

impetus for other states beyond Nevada to legahze and 1‘egulate casino

bling, New Jersey was the first to pursue this course, approvin

casinos were operational two years later, providing legal competition to the
casinos that had long enjoyed an effective monopoly in the United States.
More than a decade later, casino gambling began to expand in the Mid-
west. Nostalgia for the halcyon days of riverboats and the untamed West pro-
vided the model for distinguishing casinos in this region from those in Nevada
and New Jersey. In 1989, lowa became the first midwestern state to legalize
riverboat casinos, which policymakers hoped would draw tourists and allevi-
g sectors of its
economy.z Other states in the Mississippi River valley, including Illinois, Mis-

ate economic stagnation in the agricuiturai and manufacturin

souri, Louisiana, and Mississippi, soon followed with riverboat gambling of
their own, creating energetic interstate competition for casino patrons.
Land-based operations sprang up in South Dakota, which added limited-
stakes casinos in 1989 in the tourist town of Deadwood.? Colorado followed
suit by enacting laws in 1991 to permit limited gaming in the tourist com-
munities of Cripple Creek, Blackhawk, and Central City{ﬁ" All of these des-
tinations focused on tourist nostalgia for the Old West and further distin-
guished their brand of gambling by maintaining a limited stakes variety.
Other eastern states decided to cash in on the consumer demand for
gambling. Rhode Island, Delaware, and West Virginia added casino-style
gambling to their racetracks in an effort to shore up an ailing horse-racing
industry. New Mexico added racinos in 1999, and New York followed this

trend in 2004.

115
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Pennsylvania also enacted legislation in 2004 that would allow slot ma-
chines across the state, with openings expected in 2006.° Florida voters
likewise paved the way in 2004 by approving a constitutional amendment
that would allow slot machines at racetracks in Miami-Dade and Broward
Counties.® Table 8.1 lists all states with commercial casinos or racinos (i.e.,
racetrack-based facilities with slot machines or similar games) in 2004,
along with associated operations and AGR.

In these states reguhtory approaches toward casino gaming share many

&
common features, which borrow heavily from the earlier experiences in
Nevada. Licensing is a common central feature of control, and background
investigations are a prerequisite to the granting of a casino license. In this
sense, licensing provides the important assurance for the public that the
casino industry is not tainted by an association with criminal elements.”
Regulations also affect the fairness of games, the exclusion of minors, and
the collection of applicable taxes.’

States have also adopted variations from Nevada’s regulatory model, as

TABLE 8.1. Commercial casino/racino operations by state (2004)

2004 2004 AGR

cha]izcd Opening Number of AGR (in millions

Year Year Operations Rank of dollars)
Colorado 1990 1991 46 11 726
Delaware* 1994 1995 3 12 553
Mlinois 1990 1991 9 6 1,718
Indiana 1993 1995 10 5 2,229
lowa 1989 1991 13 8 1,401
Louisiana 1991 1993 18 4 2,442
Michigan 1996 1999 3 9 1,189
Mississippi 1990 1992 29 3 2,781
Missouri 1993 1994 11 7 1,473
Nevada** 1931 1931 258 1 10,562
New Jersey 1976 1978 12 2 4,807
New Mexico* 1997 1999 5 15 150
New York* 2001 2004 4 14 192
Rhode Island* 1992 1992 2 13 384
South Dakota 1989 1989 36 16 78
West Virginia* 1994 1994 4 10 882

Source: American Gaming Association.
*Racinos Only

**¥Excludes operations with less than $1 million AGR.
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they have sought to adapt gambling to their particular social and economic
needs. Variations have commonly involved restricting the location of gam-
bling operations, imposing betting or loss limits, and requiring programs to
address concerns about problem gamblers. Channels for distributing gov-
ernment revenues from gaming also differ among the states. Though these
revenue features do not directly affect gaming itself, they potentially affect
the structure of political support for casino gaming. Given deeply rooted an-
tagonism toward casinos in many communities, these changes have proved
highly significant in engendering local support for expanded gaming,

Although a comprehensive review of regulation in all commercial casino
states is beyond the scope of this chapter, a brief look at regulatory variation
among them provides valuable insight into the nature of this industry and
the manner in which states have adapted their legal and economic structures
for gambling in their communities. It also provides an interesting backdrop
for examining the political forces at work in this environment, including dy-
namic forces of interstate competition. Regulatory trends seem to be mov-
ing in favor of practices that enhance the profitability of the industry, with
only modest efforts toward addressing effects of problem gambling,

We begin with New Jersey, the largest of Nevada’s land-based casino
competitors. We then turn to an extended discussion of lowa, which pro-
vides an interesting case study of how a kinder, gentler form of gambling
gave way to more industry-friendly practices in the face of interstate com-
petition for gambling dollars. Two other states with geographical constraints
on their casino facilities, Missouri and Mississippi, merit brief discussion for
their variations in casino regulation. Finally, we conclude with a look at the
tourist model adopted in South Dakota, the smallest of these commercial

Ccasino states.
NEW JERSEY

New Jersey’s state constitution was amended in 1976 to allow the legislature
to authorize “gambling houses or casinos.”” Amon g other things, this consti-
tutional amendment limited the scope of legalized gambling to the confines
of Atlantic City, a long-standing tourist destination that had fallen into disre-
pair.'” New Jersey voters apparently found this constraint acceptable, as they
had defeated a previous referendum in 1974 that would have allowed state-

owned casinos anywhere in the state with consent from local voters.!!
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This amendment was not based solely on economic development but also
on more lofty goals of assisting elderly and disabled citizens with the tax rev-
enues from these enterprises. The amendment specifically required any en-

ab]ing legislation to restrict the use of revenues from gaming as follows:

State revenues derived therefrom to be applied solely for the purpose of
Stat 1 d theref to be applied solely for the pury f
providing funding for reductions in property taxes, rental, telephone,
gas, electric, and municipal utilities charges of eligible senior citizens and
disabled residents of the State, and for additional or expanded health ser-
vices or benefits or transportation services or benefits to eligible senior
citizens and disabled residents, in accordance with such formulae as the

Legislature shall by law provide.'”

Targeting casino revenues toward a visible and popular end, rather than
merely adding a source of funds for general revenues, might have been help-
ful in generating popular support for a constitutional change.

In response to this constitutional amendment, the New Jersey legislature
adopted the Casino Control Act, which forms the basis for casino regulation.
The stated policies and purposes attending the act emphasize the potential for
casinos to bring economic development and support to the tourist, resort,
and convention industry of the state. However, these policies and purposes
also attempted to carve out for New Jersey a different atmosphere for gam-

ing from that in “other jurisdictions” (i.e., Nevada).

Restricting the issuance of casino licenses to major hotel and convention
facilities is designed to assure that the existing nature and tone of the hos-
pitality industry in New Jersey and in Atlantic City is preserved, and that
the casino rooms licensed pursuant to the provisions of this act are always
offered and maintained as an integral element of such hospitality facili-
ties, rather than as the industry unto themselves that they have become
in other jurisdictions. 13

This goal of linking casino gambling to the hospitality industry in Atlantic
City suggests that gambling was originally intended as an ancillary form of
entertainment for venturing tourists. However, it is doubtful whether this
goal has been realized, as illustrated by a comparison with a sister gaming
city—1Ias Vegas. As of 2000, Atlantic City and Las Vegas both generated ap-

proxima.tely $4.3 billion in gaming revenues. However, Las Vegas generated
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another $4.3 billion in other nongaming revenues, while the comparable
amount in Atlantic City was only $0.4 billion—a mere $12 per patron‘l‘jr

The geographical proximity of Atlantic City to other major metropolitan
areas, including New York, Philadelphia, and Washington, D.C., has made it
a popular destination for commuters. Census data for 2000 indicate that ap-
proximately 25 million adults live within 150 miles of the city,15 Despite
comparable figures for Atlantic City and Las Vegas gaming revenues, Atlantic
City has fewer than 12,000 hotel rooms, as compared with over 120,000
hotel rooms in Las Vegas. % Over 98 percent of visitors to Atlantic City casi-
nos arrive by car or bus.!”

Restricting casinos to Atlantic City, rather than allowing them through-
out the state, potentially served another legislative purpose besides redevel-
opment: it made access to casino gambling less convenient for New Jersey
residents. Restricting casinos to the environs of a coastal city known as a
tourist destination would not create easy and ubiquitous access to casino
gambling commonly linked to problem gambling behavior. 18 Targeting visi-
tors rather than local patrons creates a more attractive model for gambling,
as new dollars are brought into the jurisdiction and consequences from
problem gambling are likely to return home with the visitors.

Despite this focus, policymakers eventually realized the New Jersey resi-
dents could also be affected by casinos, as well as other forms of gambling
available in the state. According to the 2000 census, Atlantic County, in which
Atlantic City is located, had about 252,000 residents, and about one-fourth
of them were under the age of eighteen. "When counties that border Atlantic
County are included, the total population balloons to nearly 2.2 million.?"
These New Jersey residents living in close proximity to the casinos in Atlantic

City meant local patronage and the potential for problem aambhng.

&

The legislature passed a bill in 2001 to create a mechanism for problem
gamblers to exclude themselves voluntarily from a casino.”! In 2002, this
self-exclusion program was expanded to include other gambling venues, in-
cluding racetracks and off-track betting facilities.”” The program entails fairly
rigorous requirements for participation. An individual seeking exclusion is
required to personally appear in state offices located in Atlantic City or Tren-
ton in order to submit a form with pertinent information requesting exclu-
sion for either one year, five years, or a lifetime.”* The person submitting the

request is also requir@d to acknowiedge the foﬂowing statement:
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[ am voluntarily requesting exclusion from all gaming activities at all
New Jersey licensed casinos and simulcasting facilities because I am a
problem gambler. I certify that the information that I have provided
above is true and accurate, and that I have read and understand and agree
to the waiver and release included with this request for self-exclusion. 1
am aware that my signature below authorizes the Casino Control Com-
mission to direct all New Jersey casino licensees to restrict my gaming
activities in accordance with this request and, unless I have requested to
be excluded for life, until such time as the Commission removes my
name from the self-exclusion list in response to my written request to
terminate my voluntary self-exclusion. I am aware and agree that during
any period of self-exclusion, I shall not collect any winnings or recover
any losses resulting from any gaming activity at all licensed casinos and
simulcasting facilities, and that any money or thing of value obtained by
me from, or owed to me by, a casino licensee as a result of wagers made

by me while on the self-exclusion list shall be subject to forfeiture. ™

The self-exclusion list is maintained by the Casino Control Commission
and distributed to every casino licensee.”> A photograph of each self-
excluded person, as well as a description of that person, is also provided to
each licensee for the apparent purpose of aiding in the identification of self-
excluded persons who nevertheless attempt to gamble.26 The identity of
those on the list is treated as confidential information, except that it may be
disclosed to appropriate casino employees, including those of other li-
censees in Atlantic City, to assist in enforcement efforts.”” Licensees bear no
liability for disclosure or publication of the identity of members on the list
that is not willfully unlawful.”®

Licensees are required to develop procedures that will ensure that gam-
ing privileges are not extended to self-excluded psersonf;.z9 They must also
ensure that credit is not extended to them; that no complimentary goods
and services are provided; and that no solicitations, mailings, promotions,
or other promotional materials are sent to them.’ In the event that self-
excluded persons do gamble, they are not allowed to collect their winnings
or recover their losses.>! In the event that such persons do collect winnings,
they are subject to forfeiture to the commission.*

Licensees are statutorily exempt from any liability associated with failing
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to withhold gaming privileges from a self-excluded person who is allowed
to gambie.3 3 Although the losses incurred by an excluded person who suc-
ceeds in gambling are potentially subject to forfeiture, that possibility occurs
only if there was “willful violation” of the self-exclusion 1‘(57;}7111;;Lfcions,34 Thus,
the economic incentives for vigorous enforcement of the self-exclusion pro-
visions are limited indeed.

These provisions have questionable significance in addressing the con-
cerns of problem gambling. As of January 2003, after more than one year of
this program, only 139 people had signed up for self-exclusion, and 10 of
these had dropped out, apparently due to the elapse of the one-year period
in their exclusion request.3 > Some critics cite a lack of publicity as respon-
sible for the weak I'esponse.36

This plan also appears vulnerable to other criticism. First, in order to be
placed on the self-exclusion list, the patron must admit that he or she is a

“proiﬂem ga.mbier.”” P

atrons may associate problem gambling with “patho-
logical gambling,” which is listed in the DSM -1V.%® Some people may be de-
terred from participating in the program because they associate it with ad-
mitting to a mental illness or disorder. Moreover, such an admission may be
inaccurate for some people, who wish to be excluded before problem gam-
bling behavior has manifested itself. For example, a patron may suffer from
depression or manic episodes that lead to gambling behavior that is not con-
sidered pathological gambling but might lead to unwanted losses.?”

Other disorders, such as alcoholism or compulsive shopping, could po-
tentially be assisted from a self-exclusion program. A recovering alcoholic
might wish to be excluded from the local pub, and a compulsive shopper

might wish to be excluded from the mall.*°

However, popular support for
government programs in these areas would appear dubious. Enlisting pri-
vate business firms to assist adults in monitoring their own behavior is likely
to prove unpopular, especially when such assistance is contrary to the firm’s
economic interests. The ubiquity of opportunities to engage in common ac-
tivities like shopping or drinking—for example, shopping centers, bars, and

liquor stores

also makes it impractical to disseminate information about
the affected person so that a business could comply. Moreover, private busi-
nesses not accustomed to extensive regu}.ation migh‘t. resent any require--
ment that they expend their resources in such a manner.

The comparatively controlled and limited environment of casino gaming
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establishments makes enforcement of a self-exclusion list plausible in this
context. However, as a practical matter, monitoring and excluding patrons
may still present a challenge for those who don’t utilize players’ clubs or
electronic payment mechanisms, which provide reliable identification with-
out significant surveillance efforts.

For a protection short of self-exclusion, a patron may also request sus-
pension of credit privileges at a casino.*! The effect of such a suspension is
less significant than exclusion, as it does not affect one’s ability to gamble.
Such requests may be submitted by mail as well as in person, and they are
effective for a minimum of thirty days and thereafter until a request for re-
instatement is accepted by the commission.*> However, the ubiquity of
modern credit means that credit can be accessed through other providers,
thus allowing a determined patron to gamble excessively if he or she chooses
to circumvent the ban on casino credit. Nevertheless, suspending casino
credit may erect a barrier to impulsive behavior that could, in some cases,

prevent excessive losses.
IOWA

lowa legaiized casino gaming in 1989 by permitting low-stakes riverboat
. . . . .« ¥y » . N 43

gambling on the Mississippi River and on certain inland waters. * One com-

mentator described the regulatory structure that emerged from this legisla-

tion as focusing on these six attributes:

First, that wagering be for low stakes and that no member of the public
suffers substantial losses. Second, that proceeds from gaming benefit the
public good. Third, that lowa regulate gaming, Fourth, that gaming be as-
sociated with activities that promote tourism. Fifth, that gaming opera-
tors contribute to the state economy by hiring lIowa residents and using

and promoting lowa goods. Sixth, that gaming raise tax revenue. **

Although most of these attributes may still be found in the current gam-
ing industry in lowa, competitive pressures have eliminated the “low stakes”
requirement and substantially diluted any regulatory orientation toward
protecting the public from substantial losses. In this sense, lowa provides an
interesting case study about how well-intentioned regulations eventually fell
by the wayside in the pursuit of greater profits for the industry and tax rev-

enues for state and local governments.
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S
tion would be quite different from that which would be tfound in either Tas

The gaming laws enacted in 1989 ensured that any casino gaming opera-

Vegas or Atlantic City. First, real vessels were required: prospective li-
censees were required to “develop, and as nearly as practicable, recreate
boats that resemble lowa’s riverboat history.”‘}'5 Those boats—known as “ex-
cursion gambling boats™had to live up to their name by actually embark-
ing on gambling excursions for a minimum number of days each year.%
Gambling activities were restricted to no more than 30 percent of the avail-
able square footage of an excursion boat.*” Licensees were also required to
ensure that lowa goods and services were used in operations, and a portion
of the boat was required to be reserved “for the promotion and sale of arts,
crafts, and gilts native to and made in Jowa .8

As in other jurisdictions, minors were prohibited from gambling. How-
ever, minority was initially defined at eighteen years old rather than twenty-
one.* The legislature vacillated on this definition over the next few years, as
the age of minority was increased to twenty-one in a bill passed a few days
later in 1989.°° The minimum gambling age was reduced once again to
eighteen in 1991 >!and then increased to twenty-one in 1 994 52 where it re-
mains today. >3

In addition to these regulations affecting the business operations of river-
boat casinos, the legislation also provided strict wagering and loss limita-

tions. Casino patrons were allowed to wager a maximum of five dollars per

&
play, with a maximum loss limit of two hundred dollars per excursion.’® A
requirement that all gambling be conducted with tokens or chips, rather
than money, made it feasible to enforce these limits.>® Moreover, during the
“excursion season” (April through October)*® gambling was restricted to
such times when the boat actually went on an excursion; in the off-season,
the gaming commission established rules for entry and exit that would sup-
port the loss limitations.”’ Licensees were also prohibited from lending
money to patrons for gambling purposes, thus eliminating a source of credit
that could lead to losses beyond what the patron could afford.>®

This approach geared toward protecting gamblers from excessive losses
did not last for long, Building a gaming industry on the excursion boat
model presented considerable risks in an environment of mobile facilities
and interstate competition. By 1993, three of the five riverboats that had
been licensed for the Mississippi River had pulled up anchor and left the
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state.”” News reports indicate that one of these boats, the Dubuque Casino
Belle, was profitable for its first year of operation, but patronage declined as
gamblers chose to visit facilities in other states with more liberal betting
limits and regu}ations.éo Patrons were apparently voting with their feet, and
they apparently didn’t like the state making decisions about how much or
when they could bet.

In 1994, riverboats returned when the Iowa legislature dropped the loss
and betting limits and lowa counties with riverboats approved gaming rules
that were friendlier to the business interests of casinos.®' The legislature re-
sponded to pressure from both gambling interests and local government of-
ficials by taking several measures that would enhance the competitive posi-
tion of Iowa boats against competitors in other states, including Illinois.
Local governments lobbied for the removal of loss limitations because they
wanted additional local revenues from a projected increase in their share of
casino profits to address needs imposed by catastrophic flood damage along
the Mississippi River Va],}ey.é2

In addition to eliminating the wagering and loss limitation, the 1994 leg-
islation also eased other restrictions. Though riverboat excursions were still
required, requirements for a specific duration and limited access by patrons
during other times when the boats were docked were eliminated, as they
were no longer needed to support the loss limits. Thus, patrons were free to
come and go from the boats as they pleased whenever the boats were
docked.®* The availability of slot machines was also expanded from the boats
to dog and horse racetracks, which had previously been limited to pari-
mutuel wagering on races.®* As a protective measure, however, casinos were
also prohibited from accepting credit cards for gambling purposes.65 Later
rules would also prohibit any form of electronic dispensing of cash or credit
on the gambling floor.%°

This 1994 legislation did not reflect a situation where the state govern-
ment imposed its will on local citizens who had previously approved a
kinder, gentler form of gambling, The law required local citizens to weigh in
on these changes through a referendum process.67 Thus, the removal of the
loss and wagering limitations, as well as the expansion of slot machines into
dog- and horse-racing tracks, required the approval of local voters, and such
approval was readily given.

Local voting is an important feature of lowa’s reguiatory system.The state
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racin g and gami ng commission possesses extensive powers to license and reg-
ulate casino gambling on excursion boats.®® These powers even extend to set-
ting payout levels for authorized games and slot machines.®” However, the
commission’s power to award a license is predicated upon local voter author-
ization for casino gambling, ' In the event that a local referendum fails, a li-
cense may not be issued and existing licenses may be revoked. Another ref-
erendum may not be held again for at least eight years.ﬂ After approval,
periodic referenda to continue legalized gambling must also occur.”? Towa’s
history indicates that counties have sometimes rejected legalized gaming
under similar provisi<)ns.73 However, once gaming has become operational,
voters have given overwhelming approval to subsequent referenda.”

Another feature of the 1994 legislation was the expansion of slot ma-
chines at racetracks. This created two types of casinos in Iowa: racetrack
casinos (“racinos”), which could offer slot machines along with horse or dog
racing but not other games, and excursion gambling boats, which could
offer slot machines and other approved games but no wagering on races.

/

While the repeal of loss limitations alleviated the financial stress on the
riverboats, the prospect of slot machines at racetracks was designed to im-
prove the financial picture of racing establishments.

The plight of Prairie Meadows, a horse-racing facility financed substan-
tially by bonds issued by Polk County, was apparently an important influ-
ence on the decision to expand gambling via slot machines. The original con-
struction of this facility in 1987 was financed by bonds guaranteed by Polk
County, and that guarantee was soon called upon as the track fell short of'its
financial projections.% Losses mounted in this facility, and the county even-
tually became the owner of the track in 1993, issuing general obligation
bonds to finance this acquisition.77

By the time slot machines had been approved at racetracks in 1994, debt
at Prairie Meadows totaled $89.3 million.”® Within two years after opening,
this entire debt was repai<i.79 Profits from expanded slot machines thus ex-
tracted Polk County taxpayers from a difficult financial situation without
raising local taxes. However, it made slot machine gambling more accessible
to patrons in the central part of the state, which was not otherwise served
by excursion boats. Moreover, it involved county government as an owner
of a gambling facility (albeit as a landlord)——which was quite different from

the typical role of local governments in other facilities.
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lowa law provides an ownership and tax structure that ensures that local
communities obtain some direct benefits from casino revenues. Ga.mjng li-

24 . .
780 which is es-

censes must be held by a “qualified sponsoring organization,
sentially a nonprofit corporation that is eligible for tax-exempt status.®! The
sponsoring organization may contract with another firm to manage the op-
eration, and this firm is also subject to licensure and approval of the gaming
commission. %’ Sponsoring organizations are liable for taxes on admissions
for each person entering an excursion boat, which are payable to the gaming
commission.®? Cities and counties in which an excursion boat is docked may
also impose an admission fee of not more than fifty cents, which is payable
to their respective general fund.®* Licensees must also pay additional assess-
ments to cover licensing costs and other costs of criminal investigations,
which are payable to the state’s general fund.®

The main tax burden on the licensees, however, is the wagering tax. This
tax applies on a sliding scale to AGR, % ranging from 5 percent on the first $1
million to 10 percent on the next $2 million to 22 percent on amounts over
$3 million.?” Prior to amendment in 2004, a separate, higher tax rate was im-
posed on AGR at racetrack enclosures, which increased by 2 percent each
year, from 22 percent in 1997 to as much as 36 percent in 2004.%8 Racetrack
interests successfully challenged this differential tax system in the lowa
Supreme Court, but that ruling was subsequently reversed by the ULS.
Supreme Court, which upheld the differential tax rates as a proper legislative
classification under the U.S. Constitution.’® However, the Iowa Supreme
Court subsequently persisted in its position that the scheme was unconstitu-
tional, resting its decision on state constitutional grounds.90 The legislature
subsequently changed the differential to make it smaller, limiting the upper
level to 24 percent for racetrack enclosures without competing riverboat
casinos in the same jurisdiction.”’

Of this wagering tax, 1 percent is designated to be shared by the city and
county government in which the facility is located.®? One-half of 1 percent
(raised from three-tenths of 1 percent in 2004) is designated for a state
“gambling treatment fund.”®® The remainder is allocated to the general
fund.” Thus, most of the gaming tax revenue from casinos finds its way into
the central coffers of the state rather than into local government hands.

Of the amounts allocated to the general fund, totals in excess of $60 mil-

lion are supposed to be dedicated to other state programs designed for the
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development of recreation, tourism, infrastructure, and schools.” For the
fiscal year ending June 30, 2003, the state’s share of these wagering taxes
from riverboats was $120,872,266 and the corresponding amount from
racetracks was $57,835,883.%° Cities and counties reaped a total just short
of $10 million, and the gambling treatment program received just under §3
million.”” Of course, local governments also received additional property
taxes and other tax receipts associated with the operation of the gaming
business in their locale.”®

This management structure, which leaves qualified sponsoring organiza-
tions in control of gaming, makes it possible for the legislature to impose

this additional requirement upon such organizations:

A qualified sponsoring organization licensed to operate gambling games
under this chapter shall distribute the receipts of all gambling games,
less reasonable expenses, charges, taxes, fees, and deductions allowed
under this chapter, as winnings to players or participants or shall distrib-
ute the receipts for educational, civic, public, charitable, patriotic, or

reh{gious uses.”’

A special rule for racetrack operations with debt requires such opera-
tions to pay off debt first before engaging in charitable distributions. !
Racetrack operations may also use receipts from their slot machines to sup-
plement purses paid to dog or horse owners, thus supporting that segment
of the racing industry. 101

Qualified sponsoring organizations are expressly prohibited from making
political contributions or other kindred payments. 192 However, this is not to
say that they lack the power to affect public opinion about gaming through
the distribution of their charitable grants. For example, as of 2002, the lowa
West Foundation, holder of licenses for three casinos in the Council Bluffs
area in the far western part of the state, had paid out over $106 million in
grants.163 Tﬁhrough the first half of 2003 alone, it paid out over $7.9 million
in grants to cities, counties, and charitable organizations in western lowa. 10%
Such grants are powerful public relations tools, as the libraries, swimming
pools, community centers, fire stations, and other highly visible public proj-
ects are funded with gaming dollars.

The state also utilizes gaming revenues through other conspicuous pro-

grams, which include the Vision Iowa and the Community Attraction and
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Tourism (CAT) funds. These funds were established by the legislature in
2000 for the purpose of providing funding for construction projects that
support recreation, entertainment, and cultural activities. 19> Both of these
funds are administered by a thirteen-member board, who are appointed by
the governor. 196 An additional fund for school infrastructure is administered
by the Iowa Department of Education. 107

The Vision lowa fund receives $15 million annual]y from wagering tax
revenues, while the CAT fund receives $12.5 million.'®® These funds are
structured to share the resources generated from wagering taxes throughout
the state, including counties and cities without gambling facilities. One-third
of the CAT fund revenues are specifically reserved for cities with populations
below ten thousand and for the bottom one-third of counties by popula-
tion.'” Throu gh these funds, Iowa achieves a redistribution of economic ben-
efits from gambling to counties without gambling facilities—or the popula-
tion base to support one. Residents of these counties can thus point to a
visible community infrastructure improvement—such as a swimming pool,
theater, or community center—that would perhaps have been unaffordable
without gambling dollars. Such practices would appear to kindle additional
political support for gaming in the state.

As for the less visible effects of gambling-—namely, the social problems
associated with it—the state’s primary commitment appears to be the re-
sources committed to the gambling treatment fund. Historically, the legis-
lature had diverted a substantial portion of this fund to other uses, including
substance abuse, wellness programs, children’s programs, and the Iowa Vet-
erans home. "% In 2004, the legislature expanded this fund by raising the
total cap from commercial casino taxes to $6 million, with an additional
$500,000 from the Iowa Iottﬁr'}f.lii This expansion addressed concerns
about redirected funds and the level of commitment to gambling treatment,
which studies have shown to be quite effective for gamblers who seek it, 112
Redirected funds required cuts in advertising, making it difficult to reach
gamblers."® The head of the state gam-

&
bling treatment program estimates that twenty thousand Iowans have severe

the intended audience of prob]em

gambling problems, with an additional forty to sixty thousand experiencing
problems that could escalate without treatment. '

In 2004, Towa expanded its approach to problem gambling by enacting
115 P

a self-exclusion provision similar to that used in New Jersey. rior to
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this law, the lowa Gaming Association supported a voluntary self-exclusion
provision applicable to people in treatment for problem gambling, but this
approach was without the force of law. 16 This law does not specify the pro-
cess but only requires licensees to come up with such a process. Through
its trade organization, the industry came up with an exclusion program that
involves an irrevocable, lifetime exclusion from all properties in lowa. 7
The exclusion form also points out that when signing up for this program
“the ultimate responsibility to limit access to any lowa casino remains mine
alone.” It also contains an extensive release from any liability associated
with a failure to comply with the ban. An excluded gambler must attest to

the followin g statement:

I will not seek to hold the Casino or any other lowa casino liable in any
way should I continue gambling at any casino despite this exclusion re-
quest. I agree to indemnify this Casino and any other casino for any lia-
bility the casino may incur relating to this request. Specifically, 1, for my-
self, my family members, heirs, and legal representatives hereby release
and forever discharge the Casino and all other lowa casinos, all of their
direct and indirect subsidiaries, their partners, agents, employees, offi-
cers, affiliates, directors, successors, and assigns, and those with whom
the Casino may lawfully share information regarding this exclusion, in-
cluding the lowa Racing and Gaming Commission and any contractor or
Internet Services Provider that offers services on the behalf of these en-
tities (collectively, the “Released Parties”), from any and all claims in law

or equity that I now have or may have in the future against any or all of

TABLE 8.2. Iowa gambling treatment fund expenditures
(2001—5 (est.))a

Program Redirected
Fiscal Year Fund Revenue (8) Expenditures ($) Funds (8)
FY 2005 (est.) 6,000,000 4,310,000 1,690,000
FY 2004 3,875,436 1,970,428 1,690,000
FY 2003 3,579,350 1,714,479 1,690,000
FY 2002 3,503,005 1,714,443 2,057,298
FY 2001 3,261,636 1,898,762 1,874,750

*See Iowa Gambling Treatment Fund: Revenues, Expenses, Redirects at http://www

.1800betsoff.org/pdf/revenuc_redirect.pdf (accessed May 16, 2005)
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the Released Parties arising out of, or by reason of, the performance or
non-performance of this Self-Exclusion Request, or any other matter re-
lating to it, including the release of information contained in this form. I
further agree, in consideration for the Released Parties’ efforts to imple-
ment my exclusion, to indemnify and hold harmless the Released Parties
to the fullest extent permitted by law for any and all liabilities, judg-
ments, damages, and expenses of any kind, including reasonable attor-
neys’ fees, resulting from or in connection with the performance or non-

performance of this self exclusion request.“s

The enabling statute provided that “[t}he state and any licensee . . . shall
not be liable to any person for any claim which may arise from this process.”
However, this broad release language arguably goes beyond the statute in
providing for indemnification for legal fees, including those which may test
the limits of this liability exclusion.

The lowa statute focuses on incentives for the gambler rather than on in-
centives for the casino to enforce the self-exclusion ban. It imposes a sen-
sible requirement that casinos must pay out any winnings by an excluded
person to the gambling treatment fund instead of to the winning patron. e
This creates a disincentive for the excluded patron to stray back to the
casino for more betting. However, given the likelihood that players lose over
time, the casino nevertheless benefits from such play to the extent that they
may keep the excluded patron’s losses.

lIowa regulations also require disclosure of the average payout percentage
of slot machines. ' Such disclosure reflects some movement toward regula-
tory models adopted in other areas, such as tobacco and alcohol, where in-
formation and/ or warnings of risks are presented as an attempt to ameliorate
harms to citizens from such activities. However, no empirical studies indicate
whether this disclosure is effective at reducing any incidence of problem
gambling behavior. Considerable variation may nevertheless exist among ma-
chines grouped together for averaging purposes. Moreover, a casino manager
might advertise low payouts for slot machines with small wagers and high
payout percentages on high-wager machines. In this way, patrons may be
coaxed into betting at higher-value machines, which, over time, might offer
a better return. In doing so, these patrons may be wagering more (and per-

haps more than they can afford to lose), thus increasing house profits.
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Finally, lowa’s approach to interstate competition also merits discussion.
lowa’s casinos in Council Bluffs are within a metropolitan statistical area that
spans eight counties, including four counties in the neighboring state of Ne-
braska with no legalized casino gaming opportunities. Although Nebraska
permits noncasino gambling, including a lottery, pari-mutuel betting on
horse racing, and keno, casino gambling is prohibited. It is well known that
Nebraska residents patronize Council Bluffs casinos, and this fact was highly
touted in efforts to legalize casinos in Nebraska funded by an organization
known as Keep the Money in Nebraska. 121
In November 2004, Nebraska voters considered ballot initiatives to pro-
vide a legal framework for casino gambling. These legalization initiatives
were ultimately defeated, thus allowing Iowa to continue tapping the Ne-
braska market without in-state competition. 122 However, in anticipation of
this vote, the lowa legislature crafted changes in its gambling laws to
strengthen the industry’s position in the event of cross-border competition

from a Nebraska-based casino. Among other things, this legislation elimi-

£
nated any requirement that excursion boats must cruise.'*’ This would elim-
inate a competitive disadvantage to land-based facilities, such as those pro-
posed in Nebraska.

In addition, the 2004 legislation included a rather unusual provision al-
lowing expansion through gambling via moored barges in Council Bluffs on
“the earlier of July 1, 2007, or the date any form of gambling games, as de-
fined in this chapter, is operational in any state that is contiguous to the
county where the licensee is located.”'?* Since Nebraska failed to legalize
casino gambling, this right to accelerate expansion did not arise. Neverthe-
less, this legislation signaled the government’s resolve to support stiff com-
petition in the face of future legalization efforts across the border.

The lowa Racing and Gam‘ing Commission approved a Signiﬁcant expansion
to a racetrack casino in Council Bluffs early in 2005, as well as other expanded
gambling venues in interior lowa communities in May 2005.1%° Although one
of these venues is near Albert Lea, Minnesota, and it may be designed to attract
patronage from non-lowans, others are located in interior counties far from
state borders, which would be expected to draw patronage from lowans. Thus,
the cross-border patronage that has been fueling facilities on the eastern and
western borders of the state is likely to be displaced by Iowa residents with

more convenient access to gambling in nearby comimunities.
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Not only does Iowa compete for patrons from across its borders, but its
regulatory structure also attempts to source goods and services for gam-

bling from Iowans as opposed to workers and companies outside the state.

The [Racing and Gaming] commission shall require that an applicant utilize
lowa resources, goods, and services in the operation of an excursion gam-
bling boat. The commission shall develop standards to assure that a substan-
tial amount of all resources and goods used in the operation of an excursion
gambling boat emanate from and are made in lowa and that a substantial

amount of all services and entertainment are provided by lowans.'*

Though this patent attempt to discriminate in favor of local goods is of
questionable legal validity, it has nevertheless resulted in businesses establish-
ing lowa offices to service casino customers. This practice keeps more revenue
in lowa communities, but it compounds the political pressures for cross-bor-
der competition in Nebraska. Not on]y are Nebraska patrons losirag money in
lIowa casinos, but their businesses are also handicapped when it comes to tap-
ping into the economic benefits from the goods and services consumed by
that industry. It remains to be seen how long this political tension will con-

tinue before Nebraska, too, joins the ranks of commercial casino states.
MISSOURI

Like its neighbor lowa, Missouri also chose a riverboat model for its casino
gaming industry. Missouri voters approved a referendum allowing excursion
boat gambling on the Mississippi and Missouri Rivers, subject to loss limita-
tions of five hundred dollars per excursion, in November 1992, 127 During the
following year, the legislature enacted a revised version of riverboat gambling,
which changed the terms of the referendum in several respects but retained
the essential features of riverboat gaming with a loss limitation of five hundred
dollars per excursion.'”® The validity of this legislation was quickly chal-
lenged; under then applicable provisions of the Missouri Constitution, games
of skill were permissible but games of chance were constitutionally prohibited
as unlawful lotteries. '?? Since some games conducted aboard excursion boats
(including slot machines) could appropriately be classified as games of chance,
a portion of the enabling legislation was declared unconstitutional. 130

This judicial development gave rise to a subsequent referendum in 1994,

which allowed such games on excursion boats subject to local voter ap-
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proval.m However, another legal challenge soon emerged, this time based
on the definition of where gambling could lawtully occur. The referendum
had approved games of chance “only upon the Missouri and Mississippi
Rivers,” and the plaintiffs claimed that this language affected the validity of
gaming licenses issued for gaming facilities located on “artificial spaces” filled
with river water but not contiguous to the river. The Missouri Supreme
Court agreed that such facilities were not contemplated by the constitu-
tional amendment, thus limiting riverboat gambling in the state to those fa-
cilities that are truiy on the river or on water contiguous thereto.'*? Given
its unique geography, this means that Missouri’s casinos will be located near
borders with Kansas and Nebraska on the west and Illinois on the east, with
a few distributed along the Missouri River, which crosses the northern half
of the state.

Despite the competitive pressures of the no-limit gambling adopted in
lowa, Missouri has continued to impose a loss limit of five hundred dollars
per person per two-hour excursion period. 133 The Missouri Gaming Com-
mission’s annual report points out that Missouri is the only jurisdiction in
the world that imposes a loss limitation on its patrons. 3% The commission
asserts that this system puts Missouri casinos at a competitive disadvantage

to their neighbors in lowa, Kansas, and Illinois. As the commission explains:

The reason the loss limit renders Missouri casinos less competitive is that
customers do not like it. Those who use Missouri casinos find the loss
limita patronizing intrusion by government into a private business trans-
action. Perhaps more important to the issue of competitiveness are those
who dislike the loss limit so much that they refuse to patronize Missouri
casinos, choosing instead to visit casinos in neighboring jurisdictions or

to gambl@ iﬂegaﬁy at truck stops and private clubs. 13

Missouri facilitates this loss limitation system through a requirement for
cashless wagering—patrons are required to use tokens or chips, whether in
electronic or physical form, for all gambling transactions. 136 Unlike Iowa,
Missouri does not require any formal disclosure of payout ratios, but it does
impose a limit that no device may pay out at less than an 80 percent rate. 137
Missouri also prohibits casinos from lending to patrons, though credit card or
debit card transactions on-site, as well as check cashing, may be permitted. 138

The Missouri Gaming Commission has also asserted that no evidence
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exists that the five-hundred-dollar loss limit has effectively curbed problem
gambling behavior.'* A survey of problem gamblers indicates that 90 per-
cent agree with the commission, while about 8 percent believe the loss limit
helped them. 140 Although a loss of even five hundred dollars per excursion
could easily add up to significant amounts with repeated visits, such a limit
may protect against large and significant wagers that could bankrupt either
an individual or, if significant enough, perhaps even a casino.

The commission has also reported that fewer than 1 percent of its patrons
ever buy in for the full five-hundred-dollar amount, which suggests that
most patrons are unaffected by this limit.'*! Nevertheless, the fiscal impact
of higher-stakes gamblers is apparently significant. The comparative win per
patron (which reflects the average AGR from all patrons) visiting a Missouri
casino is substantially lower than its counterpart in Illinois. For example, fig-
ures for 2000 indicate that the Missouri patron lost thirty-six dollars versus
nearly sixty-seven dollars for riverboat gamblers in MHinois. ' It thus ap-
pears that a small number of patrons may be responsible for a significant
portion of casino revenues, and this loss limitation prevents Missouri casinos
from capturing revenues from these patrons.

Analysts have predicted that the loss limitation alone results in more than
$282 million in lost industry revenues. Moreover, the inabiiity to compete
for higher-stakes gamblers means other lost revenues, such as those attrib-
uted to facility expavnsi(_)ns.m3 Significant political capital is apparently at-
tached to this five-hundred-dollar limit, despite what appears to be a modest
effect on the typical gambling patron.

Although the legislature appears steadfast in retaining the five-hundred-
dollar limitation, it has taken other steps to enhance industry profitability by
keeping it competitive with its cross-border competitors. Legislation passed
in 1999 removed an artificial limitation on boarding, which required patrons
to queue up for entry at specified times. ' ** Patrons complained about this
practice, and the legislature overturned this limitation in part to allow Mis-
souri casinos to compete more effectively with Illinois, which had also aban-
doned this requirement. Though this was probably good for the casino busi-
ness, it was also good for the state and local tax coffers, as it meant that higher
taxes for admission fees could be imposed. Missouri imposes a two-dollar ad-
mission tax for each “cruise” period of two hours. With no barriers on entry,

a patron who entered the casino a few minutes before the new cruise period
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and stayed three hours would thus generate three admissions taxes, whereas
the previous barrier to entry would have only generated two. 145

Legislation passed in August 2000 also enhanced industry profitability by
allowing so-called vend-to-meter transactions.'*® Prior to this legislation,
slot machine players were required to insert tokens for each spin. This
caused considerable delay, thus reducing the volume of player wagering and
ultimately industry profits. The legislation allowed players to obtain paper
credits, which could then be used in slot machines instead of tokens. The
commission reported this change as patron friendly: “The benefit to the pa-
tron is that they no longer have to expend the physical effort of inserting the
token into the slot machine. This benefit is real when you consider it can
save the patron from inserting as many as two thousand tokens [i.e., one
hundred dollars played in a nickel slot machine] on one transaction.”'*’

However, the commission also notes that this significantly increases
player wagering and thus state tax revenues: “The average slot play per pa-
tron for the six months prior to vend-to-meter was $573 while the average
slot play per patron for the last six months of the fiscal year was $679, an in-
crease of 19%. Therefore, the annualized statewide increase in gaming rev-
enue, assuming 22.7 million patrons and a slot hold percentage of 6.4%, is

»i4s Though faster play would also mean faster problems for

8154 million.
problem gamblers, this consideration was apparently outweighed by the
goal of enhanced revenues.

Missouri has adopted a legal mechanism for voluntary self-exclusion by
problem gamblers, similar to that adopted in New Jersey.*” Individuals who
seek self-exclusion are required to state that they are “problem gamblers” as
a prerequisite to inclusion on the list of “disassociated persons.’ﬂo Casinos are
absolved from any liability associated with their actions in enforcing, or fail-
ing to enforce, the terms of membership on the list. B However, unlike New
Jersey’s system, which allows exclusion for periodic terms, Missouri’s system
requires exclusion for life. 52 The justification for this difference is presum-
ably based on the lifelong nature of pathological gambling conditions. More-
over, listed persons are subjected to a criminal penalty for trespassing if they
attempt to enter a casino f;':lcih'ty.153

Like lowa, Missouri also maintains a compulsive gamblers fund for gam-
bling treatment, which is funded in part from gaming revenues. 1+ The Port

Authority of Kansas City also maintains a fund for problem gamblers, which
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they reportedly plan to use to fund studies of problem gambling and the ef-
fectiveness of treatment programs. 155

The number of gambling facilities licensed in Missouri is a matter of dis-
cretion for the Missouri Gaming Commission. °® It exercises this discretion
to ensure that existing markets have the capacity to absorb new facilities
without substantially impacting other operations. B7Thus, industry profitabil-
ity is a significant consideration in granting new licenses, thus reflecting the
state’s support for the financial well-being of an industry that contributes
substantially to state coffers, albeit at the expense of some of its residents.

Recent commission decisions that have focused on expanding the St. Louis
gambling market indicate an increasing focus on gaining revenues from Mis-
souri residents. Jefferson County, which borders the St. Louis metropolitan
area on the south along the Mississippi River, was characterized as an “under-
served” market. Casinos in the northern part of the city, including suburban St.
Charles and Maryland Heights, were drawing patrons from their local commu-
nities at two to three times the rate of those who gambled in Jefferson County.
Patronage from these local residents would thus presumably increase with an-
other facility, increasing the tax revenues contributed to state coffers. 158
Licensing is also conditioned upon local approval in the area where the

159

riverboat would be docked or otherwise located.'”” Local government may

g

also submit recommendations to the commission concerning the number
and identity of licensees in their area, along with the terms of any local rev-
enue-sharing agreement with a licensee. 'V Although the bulk of gaming
taxes is payable to the state,'®! local governments are entitled to 10 percent
of gaming taxes plus whatever other amounts they may agree to obtain from
licensees.'®” Local governments thus may exercise considerable economic

muscle over the benefits they ultimately extract from licensees.
MISSISSIPPI

Mississippi has also pursuec d lefrah/ed casino wammg with a riverboat motif,

63

approving enabling legislation on June 29, 1990.'® Lotteries are constitu-
tionally proscribed in Mississippi, but the legislature asserted its authority

to legis]ate upon gaming matters notwithstanding this proscription.

The legis}ature is }:)rohjbited from .legislat:ing upon lotteries and permit-

ted by virtue of its inherent powers to iegisiate upon gaming as the occa-
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sion arises. The Legislature derives its power to legislate upon gaming or
gambling devices from its inherent authority over the morals and policy
of the people and such power shall not be considered to conflict with the

constitutional prohibition of lotteries. to4

The Mississippi Gaming Control Act was patterned after the Nevada Gam-
ing Control Act. 165 However, Mississippi’s approach differs somewhat from
other states in several respects.

First, there is the matter of location. Like its upstream competitors, Mis-
sissippi based its gaming industry on a riverboat model—though in its case
the riverboat terminology is apparently used rather loosely. Mississippi law
limits the sites for legal casino gaming to “vessels” located in the “Mississippi

River or navigable waters within any county bordering on the Mississippi

g
River” or in “waters within the State of Mississippi, which lie adjacent to the
State of Mississippi south of the three (3) most southern counties in the
State of Z\/iississippi.”166 These geographic limits ensure that Mississippi casi-
nos can draw from border states as well as from Gulf Coast counties known
to be frequented by tourists. However, any real connection to navigable wa-
ters or any s.igniﬁcant form of water transportation is uite tenuous.
Although the Mississippi Supreme Court has rejected the Mississippi
Gaming Commission’s attempt to grant a permit to construct a casino on a
manmade waterway, many facilities have nevertheless been approved in man-
made wzﬂ:re,l".vays.167 In fact, long canals made it possible to locate facilities
very close to Memphis, Tennessee, which permits these facilities to draw cus-

16

tomers across state lines.'®® Inland casinos are frequently constructed far

from the river by dredging a channel, filling it with floodwater or water
pumped in from the river, and floating in a barge. 169

Moreover, a “vessel” for purposes of this statute need only float on water
and be at least 150 feet long. 70 As one commentator has explained, “Al-
though dockside casinos are floating structures, they are not designed or in-
tended to be used in navigation as a means of transportation. This intent is
evidenced by the fact that a majority of dockside casinos are permanently
moored to land-based structures and lack any means of self-propulsion.”"”!
As another commentator has noted, “Interestingly, only the gambling equip-
ment needs to float, other parts of the casino can be on dry land. The “float-

ing’ casinos often have more square footage on land than on water. In fact,
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most of the casinos in Tunica [County] ‘look about as seaworthy as Sears
Tower.’ 7172

Locaﬁng casinos on the river or in coastal areas may tend to constrain the
availability of gambling to local citizens by imposing a geographic barrier. t73
At the same time, this approach tends to enhance access by customers from
bordering states. However, despite a stated policy against land-based casi-
nos,'”* the industry nevertheless appears to have largely discarded this con-
straint, insofar as dockside casinos may already resemble their counterparts
that are otherwise located on land. The devastating effects of Hurricane Ka-
trina on the coastal areas of Mississippi ultimately produced a change in this
policy against land-based casinos in the Biloxi area. Legislation was approved
in October 2005 allowing land-based casinos to be constructed within eight
hundred feet of the shore in the three most southern counties of Mississippi,
thus potentially improving the safety of these casinos in future storms. 175
Mississippi’s approach to local control over granting casino licenses also

represents a depa.rture from that of most other states.'’®

Mississippi effec-
tively allows gambling in the specified counties bordering the Mississippi
River and the Gulf Coast unless local citizens mobilize and petition against
legalization. State law requires that a prospective licensee must give notice
of intent to apply for a license to the Mississippi Gaming Commission.!””
The prospective licensee is also required to publish this notice for three
weeks in a local newspaper in the county where the prospective licensee
seeks to do business.'”® Local citizens then have thirty days from the date of
the last publication of notice to mobilize a petition drive. If at least fifteen
hundred registered voters or twenty percent of the registered voters of the
county, whichever is less, sign the petition, then the matter of licensure is
put to a local vote. 179 Otherwise, if the petition effort fails, the board of su-
pervisors of that county is required to adopt a resolution effectively author-
izing legal gaming in that qr:oumy.130 Thus, the default rule favors legaliza-
tion, and local citizens must undertake a significant effort to prevent that
default rule from being implemented.

Of course, the prospective licensee must obtain approval from the Mis-
sissippi Gaming Commission for a license, and such approval requires the
typical character and fitness mq1;1:’1):‘eme1711;5.18E In addition, the site must be
approved and environmental permits must be obtained for that particular

. bl v g. . . . .
location.'®? However, the number of licenses is not otherwise limited; the
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commission may issue a license to any quali,ﬁed person, without any con-
straint on the number of licenses based on the need for additional gaming
facilities.'®? In contrast, the Iowa Racing and Gaming Commission is specifi-
cally authorized to limit the number of gaming licenses. '®* The Missouri
Gaming Commission is similarly empowered to determine the number of
excursion boat licenses in a given county, although local governments may
submit recommendations on this question. 185

The brisk competition inherent in Mississippi’s comparatively laissez-
faire attitude toward casino licensing necessarily entails the possibility of
winners and losers among casinos, as well as among their patrons. At least
two casinos in the state have gone bankrupt and others have consolidated or
reorganized. '8¢ Given that casinos in Atlantic City and Nevada have also filed
for bankruptcy from time to time, this unrestricted licensing approach does
not appear to have caused significant casino failures. However, the expansion
in Mississippi has apparently slowed: in 2005 there were twenty-nine com-
mercial casinos in the state, which is one less than it had in 1997.'% With
statewide gaming revenues of $2.7 billion in 2004, Mississippi only trails be-
hind Nevada and New Jersey in terms of its overall market share for casino

gamblin g.
SOUTH DAKOTA

South Dakota’s gambling industry is relatively small, with gross revenues of
only $78 million in 2004.'%® Tts appr()ach to regulating gambling is also
somewhat unique. South Dakota was the first state after New Jersey to le-
g in the town of Deadwood on
November 1, 1989.'% Voters in Deadwood approved a measure to allow

gahze casino gambhng, with casinos openin

“limited card games and slot machines” by a vote of 690 to 230, thus bring-
ing casinos to this small town in the Black Hills of western South Dakota. 190

Deadwood’s reputation as a Wild West town that started in the Black Hills
gold rush in 1876 provides the base for nostalgic tourism in the area. Modern
interest in this town has also been rekindled through the HBO series Dead-
wood, which is set in this historic community. %1 Colorful characters such as
Wild Bill Hickok once frequented Deadwood saloons, and tourists are re-
minded that they can play in the same casino where he was reportedly killed
while playing cards.'”? As a historical matter, Deadwood also had a reputa-

tion for other vices: in its early days an estimated 90 percent of the female
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population were prostitutes. 193 However, in keeping with the family tourism
tradition common to the Black Hills region, casinos in this area are remark-
ably family oriented. South Dakota casinos are unique in that minors are al-
lowed on the gaming floor with their parents,'”* though persons under the
age of twenty-one are proscribed from playing gambling games.195

South Dakota’s policies toward gaming reflect the standard reiteration of
licensing and regulation as the bedrock of public trust in the integrity of the
games and in their freedom from criminal elements. 1% The South Dakota
Commission on Gaming is the agency responsible for such regulation, and its
actions are similar to those in other jurisdictions, including licensing and in-
spection of casino facilities and their operators. 97 However, casinos in Dead-
wood were ushered in based on a very strict limited-stakes model, in which
no more than five dollars could be bet at any time. 198 Efforts to raise this
amount by referendum in 1993 failed, but in 2000 efforts to raise the limit to
one hundred dollars were successful, and this limitation remains in force
today.199 Maximum bets of one hundred dollars may nevertheless generate
significant losses for patrons, but such limits also serve to protect the house.
Without the possibility of large individual bets, the house removes any threat
that a lucky patron might “break the bank” with a winning high-stakes gamble.

South Dakota has also attempted to limit the size of its casinos with a law
restricting each licensee to no more than thirty table games and slot ma-
chines.”” However, cooperative efforts by multiple licensees are permitted,
which effectively allows several licensees to operate under one roof in what
looks like a single casino.”!

Casino gambling in this town has not become an engine for development
as measured by population growth, According to LS. Census Bureau ﬁg—
ures, Deadwood’s population has declined by more than 24 percent, from
1,830 in 1990 to only 1,380 in 2000.7% Main street shops and stores once
frequented by tourists have been displaced by casino operations, which have
located in historic structures downtown or in newer structures designed to
fit the historic Wild West motif.??? Deadwood’s remote location from major
population areas coupled with family-oriented tourism make it a difficult
choice for a casino market. In an era where major casino operators are
building bigger and flashier facilities to attract patrons, the limited size and
stakes variety of casino found here is unlikely to generate significant patron-
age by those seeking a destination for gambling.

Although South Dakota voters were Wﬂling to approve the increased bet-
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ting limits for Deadwood casinos in 2000, it is interesting to note that these
same voters narrowly defeated an attempt to remove another form of gam-

bling—video lottery terminals

which is much more widespread. Video
lottery terminals resemble slot machines, but they restrict bets to a maxi-
mum of two dollars and their payout is restricted to one thousand dollars.”**
These machines can be found throughout South Dakota in bars and taverns,
with a maximum of ten machines per establishment.?%

State law charges the lottery commission with maximizing revenue from
these machines, and the state is entitled to half the revenues generated from
these machines, all but 0.5 percent of which is to be used for property tax
reduction.”®® In fiscal 2004, the property tax reduction fund received over
$110 million, which is over one-tenth of the total state revenues of $938 bil-
lion.”"” In contrast, the Deadwood casinos generate a total of §78 million in
annual gaming revenues, of which less than $12 million is in the form of
taxes, which are spent on tourism, county government, and a separate gam-
ing commission fund.?%®

Despite this significant contribution to state coffers, a constitutional
amendment to repeal the video lottery failed by a reasonably narrow margin
on November 7, 2000.7% Such narrow approval of a practice that generates
such significant state revenues for a popular purpose-—property tax reduc-
tion—reflects deep public skepticism about gambling in that state. Given
the demographics of a state like South Dakota—a small population spread
over a large land area, with concentrated populations in cities in the far east
(Sioux Falls) and far west (Rapid City)—the practice of restricting casino-
style gambling to a limited tourist venue keeps these games beyond the
reach of most residents. However, tribal gaming operations are also acces-
sible in nine other venues in the state. As will be discussed in chapter 11,
those tribal casinos are, in part, a trade-off that South Dakotans must accept
for their limited experiment with casinos in Deadwood. Nevertheless, easy
access to the close cousins of slot machines—video lottery terminals—has
expanded gambling in the state in a manner that obfuscates somewhat the

signiﬁcance of gambhng in that state’s economy.
COMMON THEMES

Once gambling expanded into New Jersey, it was only a matter of time be-
fore others joined the bandwagon. In fact, it is surprising that it took over a

decade for Iowa and the other riverboat states to ad()pt plans for expanded
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gambling. States like lowa and Missouri reflect the well-intentioned begin-
nings of an expanded gaming industry that was supposed to be ditferent from
the commercial norm. Cultural distinctives, including riverboat or Wild West
motifs, as well as gambler-friendly limits on betting and losses were initially
designed to keep gambling as lighthearted fun. This was undoubtedly part of
the early political “selling” of the idea of expanded gambling.

Those distinctives soon gave way to more commercially friendly forms of

regulation. The desire to generate more gaming revenues, with resulting

g
profits for business and taxes for government, gave way to regulations that
promoted more efficient means to extract revenues from patrons. Missis-
sippi’s rules regarding vessels show the lengths to which legal definitions can
be stretched in order to facilitate expanded play, particularly if that means
the ability to attract valuable cross-border patronage. Interstate competition
plays a significant role as these states also court more lucrative forms of play
to attract cross-border patronage. In doing so, however, their own citizens
appear to be an increasingly large source of patronage.

South Dakota, in contrast, continues to have only a tiny casino industry,
as continuing restrictions tend to stunt further investment and growth.
South Dakota’s lottery—particularly through the prevalence of video lot-
tery terminals——suggests competition from another state-supported form
of gambling, which further limits the potential for casino growth in that ju-
risdiction. Lottery competition is also being felt in other states, including
lowa, which has issued a moratorium on new touch-screen iotter}f termi-
nals, a close cousin to slot machines, in convenience stores and other busi-
nesses.” °This moratorium is based in part on concerns about problem gam-
bling (including access by minors) and in part on the competitive impact
with lowa’s casino industry.

As will be discussed in later chapters, electronic gambling has proved to
be an instrument for growth in the gaming industry, and this appetite for
electronic forms of competition may present additional pressures on the
states. The federal government’s role in assisting the states with gambling
enforcement is discussed in chapter 9. The particular threats presented by

the Internet are expf&ored in chapter 10.



9. Regulating Gambling:

The Federal Government’s Role

The federal government has traditionally considered gambling to be a mat-
ter of public morality or social welfare that should be left to the purview of
the states. Though federal laws and regulations addressing national concerns
about money ia.uﬂder‘ing, tax evasion, and organized crime may affect casino
operations, the extent of federal interference in the business of legalized
gambling within the United States has historically been quite limited. For
the most part, federal laws can be viewed as supporting and reinforcing the
framework for regulation developed by each state rather than imposing a
consistent and coherent national policy. The federal government has some-
times intervened to address cross-border conflicts, which arise on account
of the limited jurisdictional reach of the enforcement powers of the states;
otherwise, it has been remarkably restrained in this area.

Deference to state sovereignty presents both social and political advan-
tages. It allows social policies to be developed by government officials who
are presumably attuned to local values and politically accountable to the cit-
izens most affected by their decisions. It also allows for policy experimen-
tation, which has been touted as one of the strengths of our political system.
As UL.S. Supreme Court justice Louis Brandeis once said, “It is one of the
happy incidents of the Federal system that a single courageous state may, if
its citizens choose, serve as a laboratory; and try novel social and economic
experiments without risk to the rest of the 'cov.jlntry,”'l

However, technological developments have made it increasingly difficult
to constrain the effects of any “gambling experiment” within a state’s geo-
graphical borders. Effective transportation systems, coupled with the pro-

liferation of gambling establishments, have put gambling opportunities

143



Governing Fortune 144

within easy reach of a substantial portion of the population in the United
States. These features heighten prospects for interstate competition for gam-
bling patrons, which creates special pressures on state and local govern-
ments in close proximity to jurisdictions with legalized gambling,

Potentiaﬂy even more signiﬁcant are d(—‘:ve!opments in communications
technologies that have made it possible to expand gambling operations with-
out regard to geographical borders. Telephone, wireless, and Internet tech-
nologies make it possible for gambling operations to be located remotely
from their patrons. The prospects of revenue flows to unregulated (and un-
taxed) providers outside the state raise both fiscal and public welfare con-
cerns for state governments, which are difficult to address given limitations
on their enforcement jurisdiction.

The Internet has elevated the locus for these concerns to the interna-
tional arena. By allowing patron relationships to develop in a virtual envi-
ronment, without the need for local agents or facilities, the Internet pre-
sents the possibility for casinos and their patrons to bypass traditional law
enforcement methods. The enforcement of federal criminal proscriptions to
constrain the growth of gambling, to control its effects, and to preserve rev-
enue sources for the states emerges as a potentially significant federal func-
tion in this changing environment.

The discussion in this chapter provides an overview of significant federal
laws that currently constrain or affect gambling activities. Constitutional
questions also lurk here, as the Commerce Clause and the First Amendment
may constrain the states from doing what they wish to do. Even interna-
tional trade agreements may constrain government aut;hor.ity in this area.
The particular problems of Internet gambling are addressed in some detail
in chapter 10. Tribal gaming, which presents a different policy approach in-
volving federal intrusion on state sovereignty in favor of tribal sovereignty,

is discussed in Chapt@r 1.

A CASE STUDY IN FEDERAL POLICY:
COMPETITION IN STATE LOTTERIES

In understanding the current posture of federal-state relations with 1‘egard

to gambling activities, it is important to recognize that cross-border impacts

from gambling are not only a recent phenomenon. Federal government ef-

forts to address interstate and international aspects of gambling rrrrrrrrrrrr and to ex-
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ercise restraint in doing so—have a long pedigree in our nation’s history.
However, government intervention in this context is rooted })1‘imarﬂy in
concerns about state welfare and revenue rather than in any national inter-
ests in uniform treatment of the subject of gambling. Moreover, that inter-
vention occurs in the shadow of important constitutional structures, includ-

ing the Commerce Clause, that are designed to shape the contours of

g g
government a.uthority over commercial activities.

The cross-border effects of state lotteries provided one of the earliest de-
mands for federal regulation of gambling issues. Current federal laws in this
area are rooted in an 1895 statute’ that the Supreme Court upheld against a
constitutional challenge in Champion v. Ames.’ Champion had been indicted
for conspiracy to transport lottery tickets across state lines. The tickets in
question were issued by the Pan-American Lottery Company, which held a
monthly drawing in Asuncion, Paraguay.* Champion argued that the statute
criminalizing his conduct exceeded Congress’s powers under the Com-

merce Clause. The Court disagreed, explaining in part:

Congress . . . does not assume to interfere with traffic or commerce in
lottery tickets carried on exclusively within the limits of any state, but
has in view only commerce of that kind among the several states. It has
not assumed to interfere with the completely internal affairs of any state,
and has only legislated in respect of a matter which concerns the people
of the United States. . . . In legislating upon the subject of the traffic in
lottery tickets, as carried on through interstate commerce, Congress
only supplemented the action of those states—perhaps all of them—
which, for the protection of the public morals, prohibit the drawing of
lotteries, as well as the sale or circulation of lottery tickets, within their
respective limits. It said, in effect, that it would not permit the declared
policy of the states, which sought to protect their people against the mis-
chiefs of the lottery business, to be overthrown or disregarded by the
agency of interstate commerce. We should hesitate long before adjudg-
ing that an evil of such appalling character, carried on through interstate
commerce, cannot be met and crushed by the only power competent to

that end.”

Congress thus chose to limit the scope of its l'eguiation to purely interstate

or, in the case of importation, international activities. It did not impose
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restrictions on the states, even though it may well have thought that such
restrictions were advisable based on the Court’s moral characterization of
lotteries.®

This restrained approach proved inadequate to the task of suppressing in-
terstate activities in carrying out a lottery business. In Francis v. United States,”
decided the same da.y as Champion v. Ames, the Court set aside a conviction
under this same statute in the case of agents who transported slips of paper
representing chances in a game known as “policy.”8 In this case, the lottery
drawing was held in Ohio, but the lottery company had agents in other
states, including Kentucky, where the defendants resided. After selling tick-
ets, the agents made duplicate slips of paper indicating the numbers the cus-
tomer had chosen, which were then transported to Ohio to assist the com-
pany in determining the identity of the winner.

Though this practice seemingly circumvented the intent of the federal
statute upheld in Champion v. Ames, the Supreme Court gave a strict interpre-
tation to that statute, holding that the agents’ conduct was outside the con-
fined scope of its criminal prohibition. The agents were not transporting lot-
tery tickets themselves, only slips of paper representing the numbers chosen
on the tickets. The tickets sold to customers did not leave the state, and the
slips were not equivalent to the tickets because the lottery prize would ul-
timately not be awarded without the original ticket.” Such an interpretation
made it possible for schemes like this one to operate so long as local law did
not prohibit them.

The statutory gap exposed in Francis would soon reemerge in the late
twentieth century when private firms sought to use electronic means to
transport lottery information across state lines. Sensing that profits could be
made through trafficking in lottery tickets from different states, entrepre-
neurs sought to use computer technology to communicate lotter‘y informa-
tion between out-of-state patrons who wanted lottery tickets and purchasing
agents located within the state sponsoring the lottery. Conveniently for these
firms, the Court’s decision in Francis remained good law and the applicable
federal statute was essentially unchanged: no tickets were being transported
across state lines, only intangible signals from one computer to another. 10

In response to this practice affecting state lotteries, Pennsylvania

adopted a criminal proscription against seﬂing lottery tickets from another

s
1 . . 2 . - .
state.!! In Pic-A-State v. Pezms/w«'lvama,l" a Pennsylvama firm carrying on a
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business in facilitating the sale of out-of-state lottery tickets challenged the
validity of this state law under the dormant Commerce Clause. The firm’s ar-
gument was simple and elegant: (1) lottery tickets were objects of commerce,
and their sale in interstate commerce was a proper matter for federal regula-
tion; (2) Congress had not prohibited this method of commercial exchange;
(3) Pennsylvania citizens can legally purchase Pennsylvania lottery tickets,
thereby reflecting state policy that lotteries are not unlawful; and (4) the
Pennsylvania statute proscribing the sale of tickets from another state facially
discriminates against interstate commerce and is presumptively invalid. !

The federal district court substantially agreed with this argument, finding
in part that Congress had not given the states a free pass from Commerce

Clause constraints.

[Wlhile [Congress] has legislated to facilitate the operation of legal state
lotteries, it has never characterized as worthy of protection a state’s right
to choose to allow its citizens to play only its own state-sponsored lot-
tery. Its emphasis has been on protecting the states that choose to pro-
hibit lotteries. Thus, whatever the authority of an individual state to au-
thorize a state lottery or to allow no lotteries at all, that state’s authority
remains bound by the dormant Commerce Clause just as it is in other

Sllbj ect areas. 14

Applying a heightened level of scrutiny, the court proceeded to examine
whether the state’s purposes behind this facially discriminatory act “could be
as well served by nondiscriminatory means.”> Here, the state’s concerns,
which included risk of fraud from these agencies and (probably more impor-
tant) the loss of revenues to the Pennsylvania lottery and its preferred pro-
grams of caring for elderly citizens, were insufficient to support the statute.
According to the court, Pennsylvania could regulate the ticket agencies
much like it regulated its own lottery sellers; it could also impose taxes on
sales of such tickets to make up for lost revenues. ' Thus, it struck down the
Pennsylvania statute as unconstitutional.

The state appealed to the U.S. Court of Appeals for the Third Circuit, and
during the pending appeal, Congress passed the Violent Crime Control and
Law Enforcement Act of 199417 Despite the seemingly inapplicable title of
this law, it included a provision that effectively made the conduct of a busi-

ness like that of Pic-A-State a federal crime, unless participating lottery
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states enacted a compact for interstate sales.'® According to the Third Cir-
cuit, Congress’s intervention here impacted the Commerce Clause analysis
applicable to the Pennsylvania statute: “Where Congress has proscribed cer-
tain interstate commerce, Congress has determined that that commerce is
not in the national interest. Where such a determination has been made by
Congress, it does not offend the purpose of the Commerce Clause for states
to discriminate or burden that commerce.”"”
Here, Congress had not preempted the field of lottery ticket sales. Instead,
it had carefully crafted this provision to support state regulatory efforts, in-
cluding the allowance of interstate sales with the support of an interstate com-
pact.ZO In these circumstances, the Pennsylvania statute Complements, rather
than conflicts with, the federal criminal statute.’! As a result, the state statute
remained valid and was not preempted by the federal pmvision.22
Pic-A-State raised one final constitutional challenge, which the Third Cir-
cuit also rejected. In Pic-A-State PA, Inc. v. Reno,”® Pic-A-State argued (much
like Champion had done years before) that Congress’s enactment of the fed-
eral criminal ban against selling interstate lottery tickets exceeded its power
under the Commerce Clause. Adding a modern twist to the Champion case,
however, Pic-A-State argued that Congress’s regulation in this area presup-
posed that lotteries were “evils” to be constrained and that this was no longer
true in light of the legalization of lotteries in over thirty states.?* It also ar-
gued that Congress’s choice constituted an irrational restraint of trade.”
The Third Circuit wasted little time in disposing of these arguments and
by doing so reaffirmed the propriety of the protective role undertaken by
Congress in these circumstances. Here, the puta,tive status of lotteries as
“evils” was irrelevant to the court, as long as there was some rational basis for
the legislation. Loss of state revenue to out-of-state competition, coupled
with the need to protect state sovereignty over such matters, was a sufficient
basis for upholding the act under a rational basis standard.’® The court noted:
“Although many states have legalized lotteries, some have not. Congress
could rationally decide to legislate in support of the policies of nonlottery
states by placing the regulation of lotteries within the discretion of each state
and prohibiting out-of-state interference.”?’
In further support of the rational basis for congressional action, the court

also stated:
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In the context of the one-hundred year history of [18 U.S.C. ] § 1301 and
the Federal regulation of lotteries, Congress could rationally conclude the
need for an amendment to close a loophole created by advances in tech-
nology unforeseeable at the time the statute was originally drafted. Con-
gress believed that since the sale of lottery tickets across state lines was
illegal, the sale of interests in tickets across state lines by computer should
be illegal as well. We believe the Commerce Clause requires no more in-
dication of rationality for us to uphold the statutory scheme adopted by

. 78
Congress. 8

This brief saga affecting the cross-border contflicts in connection with the
sale of lottery tickets provides some important lessons for understanding
the unusual regulatory environment being cultivated here. In response to
consumer demand, commercial interests spawned innovation that pushed
the limits of existing state laws. Instead of adopting a singular national pol-
icy, Congress continued to leave the status of gambling through lotteries in
the hands of the states. Rather than resolving the issue itself, Congress pro-
vided a default rule that protected state interests but also allowed a different
result to be achieved through state cooperation.

What is particularly unusual here is that instead of encouraging robust
competition among the states offering lotteries, Congress chose to protect
state fiscal interests by effectively restraining trade. To the extent that gam-
bling is viewed as merely another form of commerce, such a protectionist
approach would probably not be tolerated. For example, the states would
surely not be allowed to preclude their merchants from selling apples grown
clsewhere if domestic apples were available. Thus, despite modern attempts
to characterize gambling as merely another form of entertainment, Con-
gress clearly viewed it differently than other commercial ventures.’’

In part, this special treatment may reflect the close relationship between
commercial gambling establishments and the taxes that they pay to state
governments. State governments obtain considerable revenues from gaming
taxes; competition threatens this revenue stream. Whether this relationship
is a sufficient justification for different treatment is debatable. Other indus-
tries might also provide important contributions to the tax rolls if they are

protected from competition. Nevertheless, the difference remains.
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FEDERAL CRIMINAL SANCTIONS AFFECTING
GAMBLING ENTERPRISES

Federal criminal statutes applicable to gambling other than lotteries reflect
a similarly restrained approach that is sensitive to state interests. Instead of
imposing a uniform federal standard, these laws generally define proscribed
activities in relation to the legal status of the activity within the affected
states. Moreover, their application is generally limited to activities with in-
terstate and international effects, where the independent enforcement ac-
tions of the states are likely to be ineffective.

By erecting barriers to cross-border gaming operations, these laws serve
multiple purposes. They protect the viability of state revenue streams ob-
tained from legalized operations by making the detection and prosecution of
illegal activities more likely. They support the policies of states that have
chosen to follow the path of prohibiting gambling within their borders. They
also assist the federal government in its efforts to stamp out organized
crime, a problem that often involves interjurisdictional dimensions.

Significant federal statutes that potentially affect cross-border gambling
operations include the Wire Act,*” the Interstate Transportation of Para-
phernalia Act,®! and the Travel Act.>” These three laws were originally en-
acted in 1961 as part of anticrime legislation; only limited amendments have
occurred since that time. A provision of more recent vintage, the Profes-
£33

sional and Amateur Sports Protection Ac was enacted in 1992, High-

Ii ghts from each of these laws are explored in the next sections.
The Wire Act (18 U.S.C. § 1084) and Related Legislation

The Wire Act was enacted in 1961 as part of a package of }egislation pro-
posed by Attorney General Robert E Kiennedy to address concerns con-

N . 24 < e . .
oganized crime.”* The Wire Act p]:'owdes in

nected with gambhng and org

part:

Whoever being engaged in the business ofbetting or wagering kn()winglv

] o
uses a wire communication Ji’i.cihty for the transmission in interstate or
f&oreign commerce of bets or wagers or information assisting in the piacw
ing of bets or wagers on any sporting event or contest, or for the trans-
mission of a wire communication which entitled the recipient to receive

money or credit as a result of bets or wagers, or for information assisting
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in the placing of bets or wagers, shall be fined . . . or imprisoned not
more than two vears, or both.*’

According to the legislative history, this new law was designed “to assist the
various States . . . in the enforcement of their laws pertaining to gambling,
bookmaking, and like offenses and to aid in the suppression of organized
gambling activities.”>® Government officials were particularly concerned
that modern gambling operations were using telephone and other electronic
means to facilitate illegal gambling activities that primarily benefited orga-
nized crime.?’

Conduct proscribed by this statute is limited to that of persons “engaged
in the business of betting or wagering.” The scope of activity that rises to the
level of being in the business of betting or wagering has proved controver-
sial. For example, in Pic-A-State, the federal district court agreed that the
Wire Act did not apply to the lottery ticket vendor, as it was not engaged in
the business of wagering or betting because “they set no odds, accept no wa-
gers and distribute no risks.”*® Both the Eighth and Ninth Circuits have held
that placing bets on behalf of others is not a requirement for conviction; a
person wagering for his own account could potentially be included.?” On
the other hand, the act has been interpreted as not reaching a bettor who
regularly placed bets with a friend in the business of gambling, *In one case,
even betting between eight hundred and one thousand dollars per day, three
or four times per week, was held insufficient to be engaged in the business
of betting or wagering, #

Despite this uncertainty, it is plain that the Wire Act was not designed to
reach the casual gambler; such activities would be punished, if at all, under
state law. Unlike other regulatory efforts, there is no intent here to preempt
state law and occupy the field. The act specifically provides that “[n]othing in
this section shall create immunity for criminal prosecution under any laws
of any State.”*? On the other hand, federal prosecution could also occur
without the necessity for state cooperation, a desirable feature when local
law enforcement was corrupted or otherwise unable (such as through a lack
of resources or through jurisdictional conflicts) to step in and enforce local
gambling laws.

The act is also careful to preserve the rights of states to allow legalized

gambling. Subsection (b) provides in part: “Nothing in this section shall be
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construed to prevent . . . the transmission of information assisting in the
placing of bets or wagers on a sporting event or contest from a State or for-
eign country where betting on that sporting event or contest is legal into a
State or foreign country in which such betting is legal.”43 At the time this
legislation was enacted, Nevada was the only state where remote betting

was legal. As explained in the legislative history,

[TThe transmission of gambling information on a horserace from a State
where betting on that horserace is legal to a State where betting on the
same horserace is legal is not within the prohibitions of the bill. Since Ne-
vada is the only State which has legalized offtrack betting, this exemption
will only be applicable to it. For example, in New York State pari-mutuel
betting at a racetrack is authorized by State law. Only in Nevada is it law-
ful to make and accept bets on the race held in the State of New York
where pari-mutuel betting at a racetrack is authorized by law. Therefore,
the exemption will permit the transmission of information assisting in
the placing of bets and wagers from New York to Nevada. On the other
hand, it is unlawful to make and accept bets in New York State on a race
being run in Nevada. Therefore, the transmission of information assisting
in the placing of bets and wagers from Nevada to New York would be

contrary to the provisions of the bill.*

Legality in both states is a prerequisite for protection under this excep-
tion, and courts have held that proof of violation of a state statute is not a
predicate to prosecution under the Wire Act.” States thus maintain a pre-
rogative to iegal.ize the use of interstate communications in connections
with gambling, but they have not taken this route. Typical provisions limit
legal gambling to situations of in-person contacts, thus keeping the effects
(and profits) of such activities within the state where the bet is placed.*

Two other statutes originally enacted in 1961 addressed the related prob-
lems of interstate travel to facilitate unlawful gambling and the transporta-
tion of gambling paraphernalia. The Travel Act? provides a federal criminal
penalty (including fines and imprisonment for up to five years) on the fol-

}ow,ing persons:

whoever travels in interstate or foreign commerce or uses the mail or any

facility in interstate or foreign commerce, with intent to-—
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(1) distribute the proceeds of any unlawtul activity; or . . .
(2) otherwise promote, manage, establish, carry on, or facilitate the
promotion, management, establishment, or (iarr}'ing on, of any

unlawful acti*vity.Jrg

For this purpose, “unlawful activity” includes “gambling . . . offenses in viola-
tion of the laws of the State in which they are committed or of the United
~ Q e . - . o s

States.”*® The scope of the Travel Act extends to interstate activities, though

the mere fact that people cross state lines to participate in oambhng that might

£

violate local law has been held to be outside the scope of this pmvision,so
The Interstate Transportation of Paraphernalia Act®’ addresses a related

problem of transporting items used in illegal garﬂbhng activities. The act

provides in part:

Whoever, except a common carrier in the usual course of its business,
knowingly carries or sends in interstate or foreign commerce any record,
paraphernalia, ticket, certificate, bills, slip, token, paper, writing, or
other device used, or to be used, or adapted, devised, or designed for use
in (a) bookmaking; or (b) wagering pools with respect to a sporting
event; or (c) in a numbers, policy, bolita, or similar game shall be fined

A A B . ~ ~r 2
under this title or lmpﬁsaned for not more than five years or both.>?

Like the Travel Act, this act also contains exceptions for items involved in a
state where gambling is Eegal‘53 Manufacturers of gaming devices are also
subject to additional rules that require them to register with the attorney
general prior to manufacturing gaming devices and that provide criminal
sanctions on the interstate transportation of such devices without proper
registration and record keeping. >* In this way, federal law supports state ef-
forts to prevent illegal gambling, while also providing a means for federal in-

tervention to combat ()rganized crime.
The Professional and Amateur Sports Protection Act

Though the Wire Act specifically includes “bets or wagers on any sporting
event or contest” within its scope, it also contains a specific exemption for
state-sponsored gambling, In 1991, some members of Congress became in-
tensely interested in issues surrounding gambling on sporting events. How-

ever, unlike previous legislation that was motivated by a desire to bolster law
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enforcement efforts in the battle against illegal gambling operations run by
organized crime, the legislation that would emerge would instead be moti-
vated primarily by concerns about the proliferation of state-sponsored forms
of legalized gambling, In breaking with its tradition of legislating to support
state discretion on legalized gambling, Congress enacted legislation that par-
tially banned state-sponsored sports betting, effective January 1, 1993,
Sports have enjoyed a special role in American culture. As the legislative
history to the Professional and Amateur Sports Protection Act® points out,
“Sports are national institutions, and Congress has recognized a distinct fed-
eral interest in protecting sports from corruptiom.”56 As carly as 1964, Con-
gress had expressed this interest by making it a federal crime to attempt to
influence a sporting contest by bribery.57 The reported cases under this an-
tibribery law primarily involve offenses relating to horse racing,gg which
was a more common form of legalized gambling at the time the law was en-
acted. Illegal betting on other sports also existed long before this provision
was enacted, though state law provided the basis for criminal proscription. >
Concerns about the corrupting effects of gambling on important Ameri-
can values tied to sports formed a part of the basis for further legislation in
this area. The legislative history to the Sports Protection Act quotes Paul

Tagliabue, commissioner of the National Football League, in part:

Sp()rts gambling threatens the character of team sports. Our games em-
body our very finest traditions and values. They stand for clean, healthy
competition. They stand for teamwork. And they stand for success
through preparation and honest effort. With legalized sports gambling,
our games instead will come to represent the fast buck, the quick fix, the
desire to get something for nothing. The spread of legalized sports gam-

blin g would Charlgﬁ forever-and for the worse-—what our games stand

g
for and the way they are perceived.bo

In particular, concerns were expressed about the effects of gambling on
young people, in terms of both the erosion of core values and the contribu-

tion to prob[em gambling behaviors. The legigia‘iive history continues:

The committee is especially concerned about the potential effect of le-
galized sports gambling on America’s youth. Beyond impairing the values

SPOI"CS represent to our young p@()})i@, new technologles are b@lﬂg con-
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sidered that, while designed to make gambling more convenient for
adults, also would make gambling more convenient for children. . . .
Youngsters would inevitably find sports gambling schemes that utilize

these new technologies to be highly seductive.

Teenage gambltin.g—reiated problems are increasing, Of the approximate}y
8 million compulsive sports gamblers in America, 1 million of them are
under 20. Teenagers gamble on sports, lotteries and card games. Govern-
ments should not be in the business qfencoumging people, especz’a]]y/voung peop]e,

to gambl@. ol

Itis signiﬁcant to note that in this situation Congressionai concern was fo-
cused on the impact of legalized gambling rather than illegal forms. In fact,

the interstate competition for gambhng provided the basis for intervention.

Sports gambling is a national problem. The harms it inflicts are felt be-
yond the borders of those states that sanction it. The moral erosion it pro-
duces cannot be limited geographically. Once a state legalizes sports
gambling, it will be extremely difficult for other states to resist the lure.
The current pressures in such places as New Jersey and Florida to insti-
tute casino-style sports gambling illustrate the point. Without Federal
legislation, sports gambling is likely to spread on a piecemeal basis and
ultimately develop an irreversible momentum.®
Although federal interference in this context would undoubtedly affect
the states’ ability to raise revenues by expanding legalized gambling options,
the majority did not find that to be a persuasive basis for rejecting the bill:
“The answer to state budgetary problems should not be to increase the num-
ber of lottery players or sports bettors, regardless of the worthiness of the
cause. The committee believes the risk to the reputation of our Nation’s
most popular pastimes, professional and amateur sporting events, is not
worth it.”®3
Moreover, the Senate Judiciary Committee believed that the legalization
of sports gambling would, in many cases, potentially lead to more social
costs. The committee report quoted the commissioner of baseball, Francis
T. Vincent Jr., in part: “once the moral status of sports betting has been re-
defined by legalization . . . many new gamblers will be created, some of

whom inevitably will seek to move beyond lotteries to wagers with higher
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stakes and more serious conse,que,n(zes.”(’“'L Thus, sports gambling was effec-
tively analogized to a “gateway drug,” with potentially deleterious moral and
social consequences.

Despite these articulated concerns about the moral fabric, the Sports
Protection Act did not go as far to repair it as logic might have dictated. In
recognition of the political realities, the act contained a “grandfather provi-
sion” that prevented retroactive application to Oregon, Delaware, and Ne-
vada, which had already instituted sports-related lotteries. The legislative
history is particularly solicitous of Nevada’s interests, stating in part that the
committee had no “desire to threaten the economy of Nevada, which over
many decades has come to depend on legalized private gambling, including
sports gambling, as an essential industry.”65 Thus, it would appear, the youth
in these jurisdictions would have to gain the values taught by fair competi-
tion in sport through some other means.

Republican senator Charles Grassley submitted a minority report that
took the majority to task for this legislation. First, he found that it sub-
stantially intruded into states’ rights by constraining them from raising rev-
enues through expanded gambling options. The Reagan Justice Department
agreed with Grassley on this point in opposing the bill.*® Second, and per-
haps more trenchant in effect, Senator Grassley pointed out that the bill
would effectively grant a federal monopoly to the three states affected by
the grandfather provision. He also pointed out the perverse effects that such
grandfathering would have on the purported moral values advanced by the
majority. Leveling a charge specifically at the professional sports leagues,
who helped support the bill, he stated in part: “If the professional sports
leagues were truly concerned about the risk of ‘fixed” games, the integrity
of professional sports, and the protections of their alleged trademarks, they
would be seeking to prohibit this $1.8 billion head-to-head sports wagering
industry in Nevada.”®” He further pointed out that the sports leagues bene-
fited from this interest in sports wagering, as evidenced by the fact that
Jimmy “The Greek” Snyder offered wagering advice in National Football
League pregame shows and that virtually every major newspaper printed
“point spreads” and similar wagering advice.®®
Senator Grassley also took issue with another fundamental belief of the

majority: that making sports betting illegal would prevent the growth of
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gambling. To the contrary, Senator Grassley suggested that “the principal
beneficiar[ies] will be organized crime and the local bookie.” In the major-
ity’s view, legalization leads to greater demand for both legalized and illegal
gambling. On the illegal side, the majority cited testimony from an FBI
agent to the effect that “illegal entrepreneurs can always ‘outmarket’ their
legitimate counterparts, offering credit, better odds, higher payout, and,
most important, tax-free W'innillgs.”7o

It remains to be proved empirically whether Senator Grassley or the ma-
jority was correct on this point. However, the economic rationale expressed
by the majority seems hard to contradict. Anecdotal evidence of betting in
the United Kingdom suggests that gambling has indeed proliferated there
once it was legalized. On most any block in London, betting shops can be

found. Betting hngo has found its way into the languave of the popular cul-

g
ture, reflecting a ubiquity of gambling that is in stark contrast to the United
States ‘{oday,71 though this may not always be so.

Sports betting is also common on college campuses today. The National
Collegiate Athletic Association (NCAA) announced that FBI agents would
be meeting with all thirty-two teams in the collegiate basketball champi-
onships in 2006 (compared to only the final four teams in 2005) due to re-
sults from a study showing widespread gambling among college athletes.”?
According to this study, which the NCAA completed in 2003 through a sur-
vey of twenty-one thousand student athletes, gambling among college ath-
letes was common, despite NCAA rules to the contrary. Approximately 35
percent of male athletes and 20 percent of female athletes reported wager-
ing on a sporting event in the past year, which is in direct violation of NCAA
rules.” Though such wagering might include comparatively innocuous be-
havior, such as participation in a sports pool for an unrelated sport, the
study indicated that about 2 percent of men’s football and basketball athletes
had been asked to affect the outcome of a game/.74 One percent of football
players and 0.5 percent of men’s basketball players admitted to accepting
money to play poorly.75 Less than 5 percent of male athletes and less than
0.5 percent of female athletes were categorized as problem or pathological
ganlblers.76 Nevertheless, these results suggest that gambling is a growing
problem on campuses and that sports gambling may already be affecting the

integrity of athletic competitions.
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OTHER FEDERAL REGULATIONS: TAX AND MONEY
LAUNDERING RULES

In addition to federal criminal proscriptions that affect the scope and extent
of legalized gambling operations, other federal laws can also affect casino
operations. Though a complete review of every form of federal regulation is
beyond the scope of this text, two areas merit particular attention: tax and

money laundering rules,

'i’axing Gambhng Businesses

It has been said that “the power to tax is the power to destroy.” Tax policy un-

doubtedly has a regulatory dimension, as the Supreme Court has explained:

The lawmaker may, in light of the “public policy or interest served,” make
the assessment heavy if the lawmaker wants to discourage the activity; or
it may make the levy slight if a bounty is to be bestowed; or the lawmaker
may make a substantial levy to keep entrepreneurs from exploiting a
semipublic cause for their own personal aggrandi:z,ement.78
Although Congress has the power to impose taxes that would effectively de-
stroy the economic viability of gambling businesses, it has chosen not to do
s0.” Apart from a limited exception for certain federal excise taxes, Con-
gress has chosen not to burden gambling businesses with significant tax as-
sessments that differ from those applicable to other trades or businesses. In-
stead, this power has been left to the states, which have exercised this power
with alacrity.

Section 4401 of the Internal Revenue Code imposes a federal excise tax
on persons in the business of accepting wagers, but this tax has little eco-
nomic significance for state-authorized gambling businesses. First, the code

defines wagers in a very restrictive manner:

The term “wager” means—
(A) any wager with respect to a sports event or a contest placed with
a person engaged in the business of accepting such wagers,
(B) any wager placed in a wagering pool with respect to a sports
event or a contest, if such pool is conducted for profit, and

(C) any wager placed in a lottery conducted for profit.*’
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The term lottery is further restricted to exclude any game in which wagers
are placed and prizes are determined and paid out in the presence of those
playing the game.gi Specific exemptions also exist for wagers placed in pari-
mutuel enterprises licensed under state law, any coin-operated devices, and
state-conducted lotteries.®” Thus, the typical table games and slot machines
played at a casino would be outside the scope of this tax.

Second, even if a wager would fall within the applicable defmition, as in
the case of sports betting, the tax rate on legal wagers is only 0.25 percent
of the W'agel“.83 An annual tax of fifty dollars is also imposed on persons ac-
cepting wagers under these provisions that are not otherwise e,}‘:.empt.84
Thus, the tax burden, if any, on legal operations from this federal excise tax
would be quite modest.®’

Illegal operations are subject to a higher tax rate of 2 percent and an an-
nual tax of five hundred dollars.%® Prior to amendment in 1974, the rate of
this federal excise tax was 10 [)ercent:.87 The 1974 amendments also re-
sponded to the Supreme Court’s ruling in Marchetti v. United States,*® which
held that registration requirements associated with this excise tax as applied
to taxpayers involved in illegal gambling activity violated their Fifth Amend-
ment right against self-incrimination. Under current law, strict limitations
on disclosure to law enforcement agencies apply to cure these Fifth Amend-
ment infirmities.’

A significant tax on wagers, as opposed to taxes on winnings, would un-
doubtedly cut into the house’s margin on gambling and potentially make the
business of gambling uneconomical. For example, in some table games such
as blackjack, a skilled player may allow a house advantage of less than 1 per-
cent.” If even a 2 percent wagering tax was imposed on the casino, the
game would produce virtually certain losses for the house in the long run if
payouts remained the same. The only way to change such a result would be
to change the rules so as to increase the house advantage or reduce payouts,
which would effectively shift the incidence of that tax to the players. This
may channel demand for legal gambling activities to illegal ones, or it may

simply depress the demand ahogether given the increase in costs,
Taxing Gamblers

Income tax rules affecting the treatment of a gambler’s winnings and losses

can also affect the economics of gambling transactions and thus indirectly
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S
winning bets generate gross income, which mav in turn generate income tax

affect the demand for legalized gambling, For federal income tax purposes,

liability. As a technical matter, the amount of gross income is the excess of
the winning payout over the amount of the wager; the portion of that payout
that represents the initial wager should be treated as a nontaxable return of
Capit;zll.gi However, few gamblers have only winning bets during a taxable
year. Losing bets may be deductible against gambling winnings, thus reduc-
ing taxable income, but, as explained later, such deductions are subject to
restrictions that potentially limit their effectiveness. As a result, the govern-
ment can be viewed as a partner of the winning gambler, but the losing gam-
bler is an orphan.

Since 1934, the Internal Revenue Code has imposed a special limitation
on the deductibility of gambling losses: “Losses from wagering transactions
shall be allowed only to the extent of the gains from such transactions.””” In
contrast, taxpayers engaged in other business or profit-seeking activities are
potentially allowed to deduct losses from one business activity against gross
income from other business activities; moreover, excess losses may be car-
ried to other tax years.93

This limitation on the deductibility of gambling losses reflects the policy
judgment that gambling activities are different from other business or profit-

seeking ventures. As the Supreme Court observed in a 1987 tax case,

Federal and state legislation and court decisions, perhaps understandably,
until recently have not been noticeably favorable to gambling endeavors
and even have been reluctant to treat gambling on a parity with more “le-
94

. 0 4% . . j . . 7-
gitimate” means of makmg a lnmg.

The differential treatment accorded to gambling transactions may reflect
vestiges of moral disapproval, and commentators have criticized aspects of
the current tax structure on this basis.”

However, the differential treatment of gambling is not without some ra-
tional basis. Though gambling may entail profit-seeking motivations, gam-
bling is primarily a pleasure-seeking activity in which patrons tolerate
losses as the price of entertainment. Though some people may gamble
with sufficient continuity and regularity to establish that their primary
motivation in gambling is to seck income or profit, this is the exceptional

case. In reality, the odds of most games are stacked against the gambler,
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leaving few opportunities to exploit specialized knowledge or skill to
overcome the house advantage. (Poker may represent one of the few
games in which the skilled competitor maintains an advantage over other
players.) Further, the legislative history suggests that Congress was also
concerned about the practices of gamblers who would report their losses
but fail to report their winnings; such a practice is negated by the rule lim-
iting the deduction of losses.”®

The gambler who earns (or attempts to earn) his or her livelihood
through gambling is allowed to deduct gambling losses (including related
expenses) directly against his or her winnings, but only to the extent
thereof.”” Unlike the professional trader of stocks or securities, the profes-
sional gambler is not allowed tax benefits for losses in excess of gambling
Winnings.()S This is perhaps a concession to congressional doubt about the
validity of a profit motivation in this context but also perhaps a judgment
about the comparative value of the gambler’s contribution to the social
good. A speculative day trader in stocks, whom some would consider to be
engaged in a similar activity to the gambler, at least provides liquidity in the
capital markets; the gambler can make no similar claim.

For those who engage in gambling primarily for pleasure (albeit also mo-
tivated by the hope for profit), losses are subject to the same special restric-
tion as professional gamblers; that is, they cannot be used to offset income
from sources other than gambling. However, they are also subject to a fur-
ther restriction on their deductibility: unlike professionals, who can deduct
losses directly against their winnings and are taxed (if at all) only on the net
result, a casual gambler is required to treat gambling losses as an itemized
deduction.” Among other things, this rule can cause hardships for taxpayers
seeking tax benefits based on limitations imposed on adjusted gross income.
For example, the tax court recently ruled that a low-income taxpayer ap-
propriately lost a portion of her earned income credit due to gambling win-

g
nings, even though such winnings were offset entirely by losses that were al-
lowed as an itemized deduction.'® A middle-class taxpayer with significant
gambling activity may also find that he or she is ineligible to obtain such ben-
efits as the child tax credit, deductions for certain retirement contributions,
and tuition payments to pursue higher education.'”! These effects tend to
undermine the purposes that are otherwise intended by these social welfare

provisions that are built into the tax code, and that denial occurs regardless
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of whether the taxpayer experiences true economic gajns commensurate
with reportable winnings.

Moreover, all gambling taxpayers must meet a burden of proof in sub-
stantiating their loss deductions. In Revenue Procedure 77-29,'°% the Inter-
nal Revenue Service set forth guidelines for the proof required to document

gamblmg losses. These guldehr}es state in part:

An accurate diary or similar record regularly maintained by the taxpayer,

supplemented by verifiable documentation will usually be acceptable ev-

idence for substantiation of wagering winnings and losses. In general, the

diary should contain at least the following information:

1) Date and type of specific wager or wagering activity;

2) Name of gambling establishment;

3) Address or location of gambling establishment;

4) Name(s) of other person(s) (if any) present with taxpayer at gam-
bling establishment; and

5) Amount(s) won or lost.'%

In addition, the procedure suggests:

Where possible, the diary and available documentation generated with
the placement and settlement of a wager should be further supported by
other documentation of the taxpayer’s wagering activity or visit to a gam-
bling establishment. Such documentation includes, but is not limited to,
hotel bills, airline tickets, gasoline credit cards, canceled checks, credit

records, bank deposits, and bank withdrawals.'**

These substantiation requirements have been characterized as being more
stringent than those imposed on taxpayers in other contexts.'” To the ex-
tent that the gambler is unable to meet the burden of proof, any tax benefits
from losses are effectively denied. Few gamblers keep sufficient records to
satisfy this burden, thus exposing them to potential liability on audit.

It is a familiar rule of tax law that deductions are matters of legislative
grace and that taxpayers have the burden of establishing the right to a de-
duction before they are allowed to reduce their tax lia}i)iljt.y,106 It would be
possible for Congress to design a tax system that would tax winning bets but
treat losing bets as nondeductible personal consumption expenditures. Al-

though the current system may indeed work this harsh result on gam’blers
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who do not itemize deductions or who cannot meet the burden of proof,
better treatment is possible for those who can comply.

In fact, the deductions available to gamblers may actually work out better
than the result obtained for taxpayers engaged in so-called hobby activities,
which lack the requisite profit motivation to be considered a trade or busi-
ness. Section 183 of the code disallows deductions incurred in connection
with such to the extent that those deductions exceed the gross income gen-
erated from that activity. Moreover, these deductions are allowable only as
itemized deductions, which in this case are subject to a “floor” or limitation
based on 2 percent of adjusted gross income.'%’ Gambling losses are not
subject to this 2 percent “floor,” and casual gamblers are thus in a better sit-
uation than the hobbyist involved in other pursuits where pleasure, rather
than profit, is the dominant motivation.

Tax rules affecting gambling winnings and losses potentially affect the
odds associated with positive economic outcomes from gambling. As the ef-
fective tax rates increase, the expected value of any positive economic out-
come decreases. To illustrate, consider the recent case of the gambler who
decided to sell all his worldly goods and bet the proceeds on a single spin of

a roulette wheel in Las ‘\/e,{c_gas;.”‘)8 The typiczai roulette wheel in the United

either red or black produces a payout of “even money” or double the amount
bet. In these circumstances, a bet on either red or black produces a winning
probability of 47.37 percent and a losing probability of 52.63 percent, re-
flecting a house advantage of 5.26 percent.“o

Assuming a stake of $100,000 was wagered on red, the gambler could
potentially double his money if he won. However, the expected value of the

bet would be $94,740, reﬂecting a deduction for the house ad‘vantage:

Probability % Payout (pretax)  Expected Value

4737 $200,000 $94,740

Thus, pure logic would not support this wager; the gambler is already start-
ing out with a disadvantage to the house. He must believe he will be “lucky”
in order to proceed with this bet.

Just how lucky he must be depends on the probability assigned to win-

ning bets. It is interesting to note that this gambler staked all his wealth on
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a bet with a relatively high probability, nearly even odds. Had he chosen in-
stead to bet on a single number, the odds against him would be much higher
(37 to 1, or about 2.63 percent), but that bet would have produced a much
higher payout (35 to 1 instead of 2 to 1) if it was successful. Nevertheless,
the house advantage on this bet is still 5.26 percent, despite the fact that
there is a greater potential for gain. "'Thus, the expected value of the wager
is similar in each case. Presumably, this gambler chose a less risky alternative
because of the comparatively high probability of walking away with nothing,
This analysis ignores the effect of taxes imposed on winnings, which
could significantly lower the true value of the expected payout. If this gam-
bler is successful in betting red, his $200,000 payout will consist of
$100,000 of return of capital and $100,000 of taxable income. Assuming for
illustration purposes an average income tax rate of 20 percent, the after-tax
value of the payout is $180,000, not $200,000. As a result, the expected
value of the bet is really $85,266, not $94,740:

Probability % Payout (after tax)  Expected Value

4737 $180,000 $85,266

Thus, the outcome is even less attractive from the gambler’s perspective
when the government’s share of the winning bet (“government’s advantage”)
is also added to the house advantage.

Whether tax considerations actually change behavior in a particular case
would, of course, depend on the gambler. It is doubtful that the gambler
who risks all on one spin is acting on pure reason. Few recreational gamblers
probably understand or consider the tax consequences of their behavior. For
example, the lower-income taxpayer with gambling losses probably does
not consider the loss of her eligibility for the earned income credit as she
considers the consequences of gambling winnings and losses.!'? Neverthe-
less, whether the gambler is engaged in a single wager or repeated transac-

tions, these tax rules can have a real effect on the expected value of winning,

£
The gambier has to be much luckier than the odds might, otherwise indicate
in order to come out ahead when tax effects are considered. Few gamblers
probably understand this phenomenon, or they learn about it when it is too
late and a tax deﬁciency is proposed.

Of course, taxpayer compliance with these rules is another considera-

tion; tax avoidance undoubtedly occurs in the context of many gambling

&
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transactions. The house advantage in casino games means that the predicted
results for casino gamblers who bet regularly will, as a general matter, ex-
perience net losses from gambling activities, giving little tax significance to
the population when viewed as a whole. However, relatively large jackpots
from progressive slot machines, bingo, or lotteries present the possibility
that some gamblers may indeed have significant tax liability in a given tax
year because their winnings exceed their losses—or more particularly the
losses that they are able to prove. These taxpayers face the greatest risk of
discovery in the event they improperly report their tax liability, as the code
imposes financial reporting requirements on gambling businesses that are
designed to identity such taxpayers to the government.

Section 6041 of the code generally imposes an information-reporting re-

quirement on taxpayers engaged in a trade or business who make payments

&
totaling six hundred dollars or more in “rent, salaries, wages, premiums, an-
nuities, compensations, remunerations, emoluments, or other fixed or deter-
minable gains, profits, and income.”!® This general rule applies to table game
winnings. "% However, some gambling activities are subject to more specific
regulations, which require a casino to collect information and report pay-
ments of twelve hundred dollars or more from a bingo game or slot machine
play, without regard to the amount wagered.“s These regulations also re-
quire reporting for winnings of fifteen hundred dollars or more from a keno
game, but this amount is reduced by the amount wagered in that game. e

Information reports provide an audit trail for the Internal Revenue Ser-
vice to track down gamblers with potential tax liability. In some cases, an
audit also produces evidence that the taxpayer failed to report not only win-
nings reported on the Form W-2G but also other winnings that were not
subject to these reporting requirements. Losses, on the other hand, are not
subject to similar reporting requirements. As a result, in a system in which
the proof of winnings is assisted by the casino and the proof of losses is left
to the taxpayer’s own devices, a taxpayer may be unable to overcome the as-
sessment of a deficiency, along with possible penalties. 7

In addition to the reporting requirements, casinos may also be subject to
income tax withholding requirements on certain winnings.HB These with-
holding requirements impose additional administrative burdens on casinos
and other gambling businesses when more significant payouts are involved.

Like the information reporting requirements, these rules ensure that winners
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have an additional incentive for filing a return: they may ultimately get their
withheld taxes back if they can prove sufficient losses were incurred to offset
those large winnings. These rules also help to constrain the illegal practice
known as “ten percenting’—paying another patron a percentage of winnings
(often 10 percent) in order to provide false identity information to avoid tax
compliance. 9 However, these withholding rules are not foolproof, as with-
holding is not required in all cases. 120 Only a system of purely electronic wa-
gering, with a record of wins and losses, would ensure that all these transac-
tions are prope‘rly reported.

MONEY LAUNDERING

The tax reporting and With}loiding rules previousiy described impose an ad-

ministrative burden on casinos and other gambling businesses. In effect,

g
casinos are legally required to assist in the enforcement of the income tax
laws affecting their patrons. Rules governing the disclosure of large cash
transactions also assist the government in the enforcement of tax laws, but
their primary purposes involve detection and prevention of money launder-
ing activities.

The term money laundering refers to the process by which criminal enter-
prises seek to mask the origins of cash generated through unlawful activities
by associating it with legitimate sources. ! Though money laundering en-
forcement efforts previously focused on domestic criminal enterprises (in-
cluding drug trafficking), efforts to detect and suppress international terror-
ist organizations have ga.ined attention in recent years.

Congressional findings in connection with anti-money laundering legis-
lation passed in 2002 reflect an increasing concern about the impact of
money laundering on the world economy and the particular threats raised

by international actors. The following ﬁndings were revealed:

(1) money laundering, estimated by the International Monetary Fund to
amount to between 2 and 5 percent of global gross domestic prod-
uct, which is at least $600,000,000,000 annually, provides the finan-
cial fuel that permits transnational criminal enterprises to conduct
and expand their operations to the detriment of the safety and secu-
rity of American citizens;

(2) money laundering, and the defects in financial transparency on
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which money launderers rely, are critical to the financing of global
terrorism and the provision of funds for terrorist attacks;

(3) money launderers subvert legitimate financial mechanisms and
banking relationships by using them as protective covering for the
movement of criminal proceeds and the financing of crime and ter-
rorism, and, by so doing, can threaten the safety of United States cit-
izens and undermine the integrity of United States financial institu-
tions and of the global financial and trading systems upon which

prosperity and growth depend. 122

Current law imposes reporting requirements on businesses that receive
large cash deposits, in order to address these international and domestic
threats from money laundering activity. These reporting requirements em-
anate from two different sources: the Bank Secrecy Act'?? and the Internal
Revenue Code.'?*

Section 60501 of the Internal Revenue Code generally requires a person
engaged in a trade or business who receives cash of more than ten thousand
dollars in a single transaction, or two or more related transactions, to file a
Form 8300 with the Internal Revenue Service.'? Attempts to “structure”
transactions by dividing them into smaller components that fall below the
ten-thousand-dollar limit are pmhilbiTue(:l.]26 Moreover, “cash” is defined to
potentially include cashier’s checks, money orders, traveler’s checks, and
similar instruments if the recipient “knows that such instrument is being
used in an attempt to avoid the reporting of the transaction.”'?”

Certain businesses may be exempt from reporting under section 60501,
inciuding financial institutions that are subject to similar reporting require-
ments under the Bank Secrecy Act.'?® Casinos with gross annual gaming
revenues over $1 million are within the scope of the Bank Secrecy Act and
thus potentially fit this exemption.'” However, exemption is discretionary
and is granted on a case-by-case basis. "> The Internal Revenue Service has
specifically ruled that Class Ill Indian Casinos are within the scope of this ex-
emption.m Small casinos—that is, those with annual gaming revenue of
less than $1 million—are required to report under section 60501 132 More-
over, all casinos are required to report cash receipts in excess of ten thou-
sand dollars in connection with nongaming businesses, including entertain-

ment, shops, and hotels, 133
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Under the Bank Secrecy Act, casinos are obligated to report cash trans-

actions

actions

(A)
B)
(©)
D)

(E)
®)

(G)
(H)

over ten thousand dollars in connection with a broad range of trans-

involving cash in or cash out. Cash-in transactions include

Purchases of chips, tokens, and plaques;

Front money deposii.s;

Safekeeping deposits;

Payments on any form of credit, including markers and counter
checks;

Bets of currency;

Currency received by a casino for transmittal of funds through wire
transfer for a customer;

Purchases of a casino’s check; and

Exchanges of currency for currency, including foreign currency.'**

Cash-out transactions include

(A)
(B)
(©)
(D)

(®)
(¥)

()
()

M

Redemptions of chips, tokens, and plaques;

Front money withdrawals;

Safekeeping withdrawals;

Advances on any form of credit, including markers and counter
checks;

Payments on bets, including slot jackpots;

Payments by a casino to a customer based on receipt of funds
through wire transfer for credit to a customer;

Cashing of checks or other negotiable instruments;

Exchanges of currency for currency, including foreign currencys;
and

Reimbursements for customers’ travel and entertainment expenses

by the casino. '

Verification of the identity of the person for whom the 1791)01‘table cash is re-

ceived is required,m’ thus providing a paper trail for law enforcement offi-

cials to

follow,

A specialized agency within the Treasury Department, the Financial

Crimes Enforcement Network (known as FinCEN), issued regulations in

2002 to prescribe additional requirements for casinos in connection with

the reporting of so-called suspicious transactions. It explaineé the enhanced

focus on casino enterprises as follows:
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[ TThese actions to expand the obligations of casinos reflect the continuing
determination not only that casinos are vulnerable to manipulation by

money launderers and tax evaders but, more generally, that gaming es-

g £
tablishments provide their customers with a financial product—gam-
ing—and as a corollary offer a broad array of financial services, such as
customer deposit or credit accounts, facilities for transmitting and re-
ceiving funds transfers directly from other institutions, and check cashing
and currency exchange services, that are similar to those offered by de-
pository institutions and other financial firms. 137

Perhaps even more significant is the fact that money launderers are believed
to be efficient actors: “Money launderers will move their operations to in-
stitutions in which their chances of successtul evasion of enforcement and
regulatory efforts are the high€st.”i38

The regulations prescribe the following standards that trigger a reporting

ob]jgation for a suspicious transaction:

A transaction requires reporting under the terms of this section if it is
conducted or attempted by, at, or through a casino, and involves or ag-
gregates at least $5,000 in funds or other assets, and the casino knows,
suspects, or has reason to suspect that the transaction (or a pattern of
transactions of which the transaction is a part):

(i) Involves funds derived from illegal activity or is intended or con-
ducted in order to hide or disguise funds or assets derived from
illegal activity (including, without limitation, the ownership, na-
ture, source, location, or control of such funds or assets) as part
of a plan to violate or evade any federal law or regulation or to
avoid any transaction reporting requirement under federal law or
regulation;

(i) Is designed, whether through structuring or other means, to
evade any requirements of this part or of any other regulations
promulgated under the Bank Secrecy Act. . . 5

(iii) Has no business or apparent lawful purpose or is not the sort in
which the particular customer would normally be expected to
engage, and the casino knows of no reasonable explanation for
the transaction after examining the available facts, including the
background and possible purpose of the transaction; or

9

(iv) Involves use of the casino to facilitate criminal activity."?
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These standards are subject to criticism for their imprecision. Commen-
tators expressed concerns about the ditficulties of determining when a
transaction is suspicious. 19 However, FinCEN retained this generalized ap-
proach, which is rooted in a fundamental belief in the advantages of experi-

enced industl"y participants over government officials:

[TThe employees and officers of those institutions are often more likely
than government officials to have a sense as to which transactions appear
to lack commercial justification (or in the case of gaming establishments,
transactions that appear to lack a reasonable relationship to legitimate
wagering activities) or that otherwise cannot be explained as constituting
a legitimate use of the casino’s financial services. 141

In addition to the financial reporting rules, casinos are also subject to a
('omplementary r‘equirement to éeveiop a monitoring program that evalu-
ates customer activities for risks associated with money }aundﬁring.MQ As

further explained in the p];'eamble to the regulations:

FinCEN wishes to emphasize that the rule is not intended to require casi-
nos mechanically to review every transaction that exceeds the reporting
threshold. Rather, it is intended that casinos, like every type of financial in-
stitution to which the suspicious transaction reporting rules of 31 CFR
part 103 apply, will evaluate customer activity and relationships for money
laundering risks, and design a suspicious transaction monitoring program
that is appropriate for the particular casino in light of such risks. In other
words, it is expected that casinos will follow a risk-based approach in
monitoring for suspicious transactions, and will report all detected suspi-
cious transactions that involve $5,000 or more in funds or other assets. A

well-implemented anti-money laundering compliance program should re-

&
inforce a casino’s efforts in detecting suspicious activity. In addition, casi-
nos are encouraged to report on a voluntary basis detected suspicious
transactions that fall below the $5,000 reporting threshold, such as the
submission by a customer of an identification document that the casino
suspects is false or altered, in the course of a transaction that triggers an
identification requirement under the Bank Secrecy Act or other law. 143

Compliance with the Bank Secrecy Act regulations is potentially costly to

casinos. Fstimated burdens pub]ished in the Federal Register in 2002 indicate
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that the currency transaction reporting requirement alone would affect 550
casinos, requiring 237,000 responses annually and a total of 94,800 human
hours.'** The suspicious transaction reporting requirements were th()ught
to have a more limited impact, in that existing casino business practices al-
ready involve monitoring customers’ information and thus may be amenable
to being adapted to meet the requirements of those rules. 145

These regulations may well contribute to enhanced enforcement efforts,
but it is important to recognize that they have inherent limitations. Short of
requiring all casino transactions to be conducted through electronic means,
coupled with rigorous identity verification requirements for casino players,
gaps will remain in this system designed for detection. Such a comprehen-
sive, electronic-based system would be considered threatening to many
gamblers, who would prefer that their activities remain private and out of
the range of government supervision.

The suspicious transaction rules are particularly vulnerable to skepticism
about their effectiveness. Although they do provide a legal means for cooper-
ative activity by casinos, such cooperation is hardly in their economic inter-
ests, as it potentially involves the loss of a valuable customer. Casinos benefit
from gathering information about their customers and their betting prefer-
ences, but learning “too much” might trigger a reporting obligation. It would
be interesting to learn whether these regulations will ultimately have any im-
pact on the information that casinos gather for their own business purposes,
as well as whether they will make a positive contribution toward law enforce-
ment efforts. Such information is likely to be kept as a trade secret by casinos,

however, which will make sure it does not reach the light of day.

FIRST AMENDMENT CONSTRAINTS ON
REGULATION OF CASINO ADVERTISING

One other topic merits attention in this chapter: the impact of the First
Amendment on the regulation of commercial speech involving gambling
businesses. State and local governments have occasionally sought to impose
restrictions on advertising for gambling businesses, such as banning local ad-
vertising of casinos in an attempt to curb gambling by local citizens, while
at the same time choosing to permit advertising in venues targeted toward
tourists, ¥ Although such restrictions might arguably serve a valid public in-

terest in constraining social costs arising from local patrons, they constrain
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the commercial interests of the casino as well as the interests of those who
might wish to hear that speech.

Interstate commerce issues also lurk here. Some forms of advertising,
such as billboards and signs, may have a distinctly local impact, but others
are less easily tied to particular geographic regions. Broadcast media are
perhaps the most difficult to constrain, as their signals may reach well be-
yond the borders of a particular state. Congress weighed in on these con-
o a ban on radio and television broadcast adver-

&
tising of information for any “lottery, gift enterprise, or similar scheme,”*’

flicting interests by imposin

terminology that has been interpreted to include casinos.'*® However, that
ban has been weakened through statutory exceptions, including those allow-
ing advertising for state-run lotteries and charitable gaming. 149 What was
left of the ban was weakened even further by the Supreme Court’s efforts
to strengthen the protections available to commercial speech.lso

This complex area has been the subject of extensive academic commen-
tary, which will not be exhaustively explored in this context. B However, a
brief discussion of several gambling-related cases that reached the Supreme
Court is helpful in understanding the changing parameters of regulation of
commercial speech and its effects on the regulation of casino advertising,

In Posadas de Puerto Rico Associates v. Tourism Company qf Puerto Rico,'> the
operator of a Puerto Rican casino challenged government regulations that
constrained the casino’s ability to advertise. Puerto Rico had legalized
casino-style gambling in 1948 for the purpose of generating tourism and en-
hancing the tax revenues available to the government. 153 The enabling legis-
lation also imposed restrictions on casino advertising, In particular, section
8 provided that “[n]o gambling room shall be permitted to advertise or oth-
erwise offer their facilities to the public of Puerto Rico.”* Section 7
granted regulatory powers to a public corporation, which would implement
these advertising restrictions. 155

Regulations promulgated under section 7 essentially allowed casinos to
advertise in venues that would be available primarily to tourists but prohib-
ited advertising in venues that would target local Puerto Rican residents.
For example, an advertisement in the New York Times, which might reach a
local subscriber, would be permitted. However, advertising in local media
would be restricted as to the content of casino gaming that could be in-

cluded.!?® Although the effectiveness of these restrictions is disputable, their
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articulated purpose was to protect local residents from media exposure to
the “experiment” of casino gambling, while at the same time allowing the
casinos to fulfill their goals of promoting tourism. >’

The Supreme Court noted that purely commercial speech was involved,

and thus it invoked the so-called Central Hudson test:

Under Central Hudson, commercial speech receives a limited form of First
Amendment protection so long as it concerns a lawful activity and is not
misleading or fraudulent. Once it is determined that the First Amend-
ment applies to the particular kind of commercial speech at issue, then
the speech may be restricted only if the government’s interest in doing so
is substantial, the restrictions directly advance the government’s asserted
interest, and the restrictions are no more extensive than necessary to

serve that interest.

Here, both residents and tourists could gamble legally, and affected adver-
tising was neither misleading nor fraudulent. Thus, the analysis turned on
the latter three elements of this test, which require the Court to consider the
weight of the governmental interest and the fit between that interest and the
means chosen to advance it.

First, the Court found that substantial government interests were pres-

g
ent. The government’s brief alleged legislative concerns that “[e]xcessive
casino gambling among local residents . . . would produce serious harmful
effects on the health, safety and welfare of the Puerto Rican citizens, such as
the disruption of moral and cultural patterns, the increase in local crime,
the fostering of prostitution, the development of corruption, and the in-
filtration of organized crime.”? As the Court noted, “These are some of the
very same concerns . . . that have motivated the vast majority of the 50
States to prohibit casino gambling, We have no difficulty in concluding that
the Puerto Rico legislature’s interest in the health, safety, and welfare of its
citizens constitutes a ‘substantial” governmental interest.” !

The Court also found that the regulations directly advanced the govern-
ment’s interest in reducing the risks to the public associated with casino
gambling. Even though other forms of gambling (such as cockfighting, horse
racing, and lotteries) could be advertised locally, the Court deferred to the
legislative judgment that particular harms associated with casino gambling

could be singled out for protection.161
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Finally, the Court found that the measure was not more extensive than
necessary to serve the government’s interest. The Court rejected an ap-
proach that would respond to social problems through allowing more
speech rather than through constraining commercial speech. According to
the Court, this was a matter to be reserved for the legislature. 2 The greater
power to ban gambling included a lesser power of regulating commercial

speech associated with gambling. As the Court explained,

[[Jtis precisely because the government could have enacted a wholesale pro-
hibition of the underlying conduct that it is permissible for the government
to take the less intrusive step of allowing the conduct, but reducing the de-
mand through restrictions on advertising. It would surely be a Pyrrhic vic-
tory for casino owners such as appellant to gain recognition of a First
Amendment right to advertise their casinos to the residents of Puerto
Rico, only to thereby force the legislature into banning casino gambling by
residents altogether. It would just as surely be a strange constitutional doc-
trine which would concede to the legislature the authority to totally ban a
product or activity, but deny to the legislature the authority to forbid the
stimulation of demand for the product or activity through advertising on
behalf of those who would profit from such increased demand. Legislative
regulation of products or activities deemed harmful, such as cigarettes,
alcoholic beverages, and prostitution, has varied from outright prohibi-
tion on the one hand, see, e.g., Cal. Penal Code Ann. § 647(b) (West
Supp. 1986) (prohibiting soliciting or engaging in act of prostitution), to le-
galization of the product or activity with restrictions on stimulation of its
demand on the other hand, see, e.g., Nev.Rev.Stat. §§ 244.345(1), (8)
(1986) (authorizing licensing of houses of prostitution except in counties
with more than 250,000 population), §§ 201.430, 201.440 (prohibiting
advertising of houses of prostitution “[iJn any public theater, on the public
streets of any city or town, or on any public highway,” or “in [a] place of
business”). To rule out the latter, intermediate kind of response would re-

. o . . 162
quire more than we find in the First Amendment.'®?

This dimension of the Court’s anaiysis granted signiﬁcam government
power over commercial speech in.vo}.ving “vices” that nevertheless had iegal
status. In United States v. Edge Broadcasting Conrzg;rany,16“t the Court considered

whether a Federal Communications Commission ban on lottery advertising
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in broadcast media satisfied the First Amendment. A radio station that was
located in North Carolina (where the lottery was illegal) but that neverthe-
less reached customers in Virginia (where the lottery was legal) challenged
this ban as violating its rights to commercial speech.

Although the government argued that the principle stated in Posadas that
“the greater power to prohibit gambling necessarily includes the lesser
power to ban its advertisement” should control the outcome here, the Court
nevertheless required a full Central Hudson analysis. 185 However, the Court
also recognized that “the activity underlying the relevant advertising—gam-
bling—implicates no constitutionally protected right; rather, it falls into a
category of ‘vice” activity that could be and frequently has been, banned al-
together.”!66 The Court ultimately found that the requirements of Central
Hudson were met and that the ban was appropriate to meet the substantial
governmental interest in balancing the policies of states that prohibit lotter-
ies against those that do not. As in Posadas, the Court in Edge Broadcasting was
willing to defer to the legislative judgment about the validity of its policies
rather than relying on the approach of answering commercial speech that
hinders a government policy with counter-speech. 167

This deferential approach to the legislature in matters involving “vice”
would soon be abandoned, however, as the Court took a different tack to-
ward commercial speech that refused to countenance a judgment that any
legal activity could be characterized as “vice.” In 44 Liquormart, Inc. v. Rhode
Island,'®® which involved a state ban on price advertising for liquor by state-
licensed retailers, the Court explained that the deferential approach articu-
lated in Posadas was an aberration that would no longer be followed. Accord-
ing to the Court, First Amendment jurisprudence was designed to embrace

a skeptical view of outright bans of truthful commercial speech.

Precisely because bans against truthful, nonmisleading commercial
speech rarely seek to protect consumers from either deception or over-
reaching, they usually rest solely on the offensive assumption that the
public will respond “irrationally” to the truth. The First Amendment di-
rects us to be especially skeptical of regulations that seek to keep people

in the dark for what the government perceives to be their own good. 169

Based on this view, deference to the legislature on matters of suppressing

commercial speech was ina.ppropriate.
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Because the 5-to-4 decision in Posadas marked such a sharp break from
our prior precedent, and because it concerned a constitutional question
about which this Court is the final arbiter, we decline to give force to its
highly deferential approach. Instead, in keeping with our prior holdings,
we conclude that a state legislature does not have the broad discretion to
suppress truthful, nonmisleading information for paternalistic purposes

that the Posadas majority was Wiﬂing to tolerate.' 70

Moreover, the Court also rejected reliance on the “greater includes the
lesser” principle as a basis for supporting government regulation of com-

mercial speech.

Although we do not dispute the proposition that greater powers include
lesser ones, we fail to see how that syllogism requires the conclusion that
the State’s power to regulate commercial activity is “greater” than its power
to ban truthful, nonmisleading commercial speech. Contrary to the as-
sumption made in Posadas, we think it quite clear that banning speech may
sometimes prove far more intrusive than banning conduct. As a venerable
proverb teaches, it may prove more injurious to prevent people from
teaching others how to fish than to prevent fish from being sold. Simi-
larly, a local ordinance banning bicycle lessons may curtail freedom far
more than one that prohibits bicycle riding within city limits. In short, we
reject the assumption that words are necessarily less vital to freedom than
actions, or that logic somehow proves that the power to prohibit an activ-

ity is nffcessarily “greater” than the power to suppress speech about it.'”!

In a further retreat from its prior precedent in Edge Broadcast;z’ng, the
Court also rejected the concept of a special class of commercial speech ac-

companying “vice” activities.

[TThe scope of any “vice” exception to the protection afforded by the First
Amendment would be difficult, if not impossible, to define. Almost any
product that poses some threat to public health or public morals might
reasonably be characterized by a state legislature as relating to “vice ac-
tivity” Such characterization, however, is anomalous when applied to
products such as alcoholic beverages, lottery tickets, or playing cards,
that may be lawfully purchased on the open market. The recognition of

such an exception would also have the unfortunate consequence of either



177  Regulating Gambling
allowing state legislatures to justify censorship by the simple expedient
of placing the “vice” label on selected lawful activities, or requiring the
federal courts to establish a federal common law of vice. For these rea-
sons, a “vice” label that is unaccompanied by a corresponding prohibition
against the commercial behavior at issue fails to provide a principled jus-

tification for the r@guiation of commercial Speech about that a.ctivity.” 2

Thus, the Court apparently takes an increasingly agnostic view about the moral
dangers associated with activities that the legislature chooses to make legal and
removes legislative prerogatives with regard to banning speech in these areas.

The significance of this change in approach for commercial speech involy-
ing gambling was further evidenced in the Court’s 1999 decision in Greater
New Orleans Broadcasting Association, Inc. v. United States, 173 which involved the
application of regulations under 18 U.S.C.A. § 1304 to prohibit certain types
of advertising for private legal casino operations via television media. Unlike
the radio advertising in Edge Broadcasting, which occurred through a radio sta-
tion located in a state in which the advertised gambling was illegal, the tele-
vision stations involved in this case were located in Louisiana, where private
casino gambling was legal. However, their signals potentially reached into
states such as Texas and Arkansas, where private casino gambling was not
174

legal.
The government alleged that substantial interests were at stake, including

familiar assertions about the social costs of commercial casino gambling,

Underlying Congress’ statutory scheme, the Solicitor General contends,
is the judgment that gambling contributes to corruption and organized
crime; underwrites bribery, narcotics trafficking, and other illegal con-
duct; imposes a regressive tax on the poor; and “offers a false but some-
times irresistible hope of financial advancement.” With respect to casino
gambling, the Solicitor General states that many of the associated social
costs stem from “pathological” or “compulsive” gambling by approxi-
mately 3 million Americans, whose behavior is primarily associated with
“continuous play” games, such as slot machines. He also observes that
compulsive gambling has grown along with the expansion of legalized
gambling nationwide, leading to billions of dollars in economic costs; in-
jury and loss to these gamblers as well as their families, communities, and

government; and street, white-collar, and organized crime.'”
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Although the Court grudgingly recognized that these interests could in-
deed be substantial, it also noted that federal policies in this area had
changed substantially since the enactment of 18 U.S.C. § 1304 in 1975. Nu-
merous exceptions had been appended to the broadcast ban, and the federal
policy expressed in the Indian Gaming Regulatory Act had also effectively
promoted casino gambling.”é These inconsistencies proved to create a fatal

flaw in the government’s case. As the Court explained,

The operation of § 1304 and its attendant regulatory regime is so pierced
by exemptions and inconsistencies that the Government cannot hope to
exonerate it. Under current law, a broadcaster may not carry advertising
about privately operated commercial casino gambling, regardless of the
location of the station or the casino. On the other hand, advertisements

for tribal casino gambling authorized by state compacts

whether oper-
ated by the tribe or by a private party pursuant to a management con-
tract—are subject to no such broadcast ban, even if the broadcaster is lo-
cated in, or broadcasts to, a jurisdiction with the strictest of antigambling
policies. Government-operated, nonprofit, and “occasional and ancillary”

. . . . 7
commercial casinos are likewise exempt. 177

Since these exempt forms of casino gambling would presumably present
the same kinds of social costs as private casino gambling, the government
could not meet its burden. Moreover, the Court also suggested that other
means could be used to address these social concerns that would not burden

commetrcial speech,

[ronically, the most significant difference identified by the Government
between tribal and other classes of casino gambling is that the former is
“heavily regulated.” If such direct regulation provides a basis for believing
that the social costs of gambling in tribal casinos are sufficiently mitigated
to make their advertising tolerable, one would have thought that Con-
gress might have at least experimented with comparable regulation be-
fore abridging the speech rights of federally unregulated casinos. While
Congress’ failure to institute such direct regulation of private casino
gambling does not necessarily compromise the constitutionality of
§ 1304, it does undermine the asserted justifications for the restriction

before us. There surely are practical and nonspeech-reia.ted forms of reg-
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ulation—including a prohibition or supervision of gambling on credit;
limitations on the use of cash machines on casino premises; controls on
admissions; pot or betting limits; location restrictions; and licensing re-
quirements—that could more directly and effectively alleviate some of
the social costs of casino gambling. 178
Congress’s failure to require more restrictive forms of federal regulation
thus proved inconsistent with the overall goals articulated in the restriction
on casino advertising. The concern raised in Posadas as a reason for granting
legislative deference, that is, that government might otherwise have to re-
strict the people’s freedom to do the activity, was now embraced as a prefer-
able one to restricting commercial speech about the activity.

As a result of the Supreme Court’s change in views about the scope of
First Amendment protections for commercial speech, it appears that policy-
makers will be unable to impose substantial restrictions on casino advertis-
ing in connection with decisions to regulate the gaming industry. Appropri-
ate time, place, and manner restrictions (such as keeping casino ads from
public schools or other environs targeted to minors) may well continue to
be upheld under the Central Hudson analysis. Challenges to false or mislead-
ing speech may also be sustained, though misleading speech can be ditficult
to define. For example, would an advertisement inviting debtors to win
their way out of financial worries by coming to the casino be acceptable
commercial speech? As casino markets become more saturated and thus
more competitive, more of these issues are likely to be presented.'”

Whether the Court’s change in approach is desirable from a policy perspec-
tive is a matter for debate. On one hand, the idea that consumers should have
access to information that is neither false nor misleading appeals to our belief
in reason and rational discernment. However, cultural matters of sensibility are
also at stake, which are not easily dismissed. For example, would the Court be
willing to apply its rationale to allow constant media bombardment to the type
of services and prices available in connection with the legal prostitution ser-
vices (which are allowed in some Nevada counties)? The real extent to which
the courts are willing to reject the concept of “vice” for all activities that are
legally permitted remains to be seen. A more culturally sensitive alternative of
toleration without permi tting commercial enterprises to flout cultural norms

appears outside the realm of possibﬂity under this approach.
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To the extent that advertising for casino gaming has a negative impact on
other cultural values, such as work, saving, and temperance, those values will
apparently have to be addressed through counter-speech. Alternatively, to the
extent that empirical research demonstrates a connection between adver-
tising and problem gambling behavior, counter-speech might be needed.
Whether the legislature will require the casino industry to fund such speech
and whether they have the power to do so are issues that may be presented
in the future; the tobacco industry currently faces similar issues that may pro-
vide some indication of future trends. (Those issues are discussed further in
chapter 12.)

In the meantime, however, it is quite clear that protections for commer-
cial speech do not extend to advertising unlawful activities. '®° The current
illegality of Internet gambling in the United States means that targeting ad-
vertisers becomes a legitimate tool for enforcing antigambling laws, a topic

discussed in the following chapter.



10. The Internet: Gambling’s New Frontier

The technologies that have made the Internet so attractive to other com-
mercial ventures have also attracted the gaming industry. Although the dif-
fused and geographically ambiguous nature of the Internet makes it difficult
to assess its economic impact, analysts at the General Accounting Office
have estimated that more than $4 billion was wagered on the Internet in
2003.' The recent phenomenal growth of online poker, which is estimated
to have grown from less than §100 million in 2002 to more than $1 billion
in 2004, suggests continued expansion in online markets.? Some sources es-
timate online patron losses at $12 billion for 2005.3

The economic potential for Internet gambling may also be revealed
through an indirect measure-—the amount that online casinos have paid to
promote their sites to potential patrons. Prior to federal government efforts
to restrict Internet advertising, paid listings in commonly used search en-
gines reflected competitive bids by commercial gaming interests, thus pro-
viding an indication of the commercial value placed on certain terms. As of
April 2004, the top bid for the word casino as a paid placement on sites such
as Yahoo! and Google was $§14.97 per “click-ﬂﬂmugh.”4 This appears to be a
significant investment for the privilege of accessing a potential customer,
who ultimately may not choose to wager on the site. However, one online
gambling firm headquartered in Gibraltar, PartyGaming PLC, disclosed
pmﬁts of $350 million on $600 million in revenues in 2004, suggesting that
this kind of online advertising spending is not irrational .’ As of Au gust 2005,
PartyGaming PLC had a market capitalization of 6.55 billion British
pounds—more than that of British Ai}é‘\.vays.6

Growth in this industry has been substantial. In 1997, as few as thirty

Web sites apparently offered online gambling.” Seven years later, several

181
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thousand sites offered some form of gaming services.® As many as seventy-
six different jurisdictions may be offﬁring some form of government license
for Internet gambiing‘q The ubiquity of the Internet coupled with jurisdic-
tional constraints on the efficacy of federal and state laws make the Internet
a particularly challenging environment to regulate. The nature of that chal-
lenge and some potential means for dealing with it are discussed in the sec-

tions that follow.
THE BUSINESS MODEL FOR INTERNET GAMBLING

Internet gambling creates the possibility of reaping economic benefits with-
out a significant investment in a physical plant or employee base. Unlike
their traditional counterparts, Internet casino operations do not require ex-
tensive investments in lavish, customer-friendly facilities. Their secure
servers can be located in inconspicuous buildings in remote locales; physical
access and the creature comforts are not a consideration in the world of vir-
tual gaming. Construction and maintenance of facilities require significant
up-front investments for traditional casino operations, which create barriers
to entry and signiﬁcant ongoing cost, particulariy in competitive tourist
markets. For example, it has been reported that the failure of Trump-owned
casinos in Atlantic City to make renovations and improvements put them at
a competitive disadvantage to other newer casinos. '

Internet operations also do not require extensive employee staffing to
serve the needs of their customers. Employees who run the games, such as
dealers and croupiers, are instead replaced by computerized versions for
online patrons. The pit boss and the supervisory personnel who are other-
wise employed to watch over these employees are also unnecessary, as com-

puter algorithms are desioned to ensure against human foibles that might

5
otherwise cheat the house of its advantage. Computer technologists and
programmers thus substitute for other forms of human employment, pro-
viding a productivity advantage and likely reduction of overhead costs.
Both virtual and traditional casino operations share the common need for
advertiging to attract customers. First Amendment protecﬁons for commer-
cial speech permit a broad range of advertising targeted at potential patrons
for legal operations. Print and broadcast media frequently tout opportuni-
ties to gamble at legal casino operations, and thus media companies benefit

indirectly from this enhanced demand for advertising. Even though adver-
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tisements may cross state lines into jurisdictions that do not permit casino
gambling, state regulation or censorship of such advertising is likely to be
unsuccessful as long as the casino’s operation is legal and the advertising is
not false or misleading. 1

Though Internet gambling operations have also used traditional media, "’
most use the Internet as their primary medium to reach customers. Internet
providers and users face a practical problem in finding one another, and
search engines have been developed to address this problem. Search engines
potentiaﬂy pr(:)vide access to available content without special costs or
charges to the indexed sites, but the crowded marketplace has made this pro-
cess somewhat cumbersome. The search term casino provides millions of
“hits” on a typical search engine. The industry has therefore had to resort to
more costly methods of targeting potential customers.

As previously noted, pay-for-listing services in major search engines pro-
vide one approach to distinguish an Internet casino from its competition. In
a typical pay-for-listing arrangement, competitors submit bids to search en-
gine providers for the privilege of a preeminent listing in search results as-
sociated with specified key words. These bids commit the site to pay the host
a stated amount per click-through to the bidder’s site. Unlike ads in broad-
cast or print media, where an approximation of the number of potential
readers or listeners may be available but actual contact with the ad is un-
known, click-through measurements provide a reasonably accurate indica-
tion of actual consumer interest.

However, a click-through does not necessarily consummate a customer
relationship. Thus, the online casino continues to bear some risk. Assuming
arate of $14.97 per click-through, the casino would pay $14,970 to the ad-
vertiser for each thousand click-throughs. In order for that casino to be
profitable, click-throughs would have to generate player relationships that
would generate gaming losses to cover this customer acquisition cost plus
other operational costs. Thus, for example, average losses of one hundred
dollars per account would require a response rate of at least 150 customers
per thousand click-throughs or 15 percent, in order to cover the advertising
cost. As losses or response rates increase above these levels, profitability may
be possible.

Predicting profitability based on the willingness to pay customer acquisi-

tion costs in an online business is hazardous, as many online firms that fit this
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profile failed during early phases of e-commerce applications on the Inter-
net. However, regardless of whether these ads are profitable for the online
casinos, they provide revenue to the online advertiser. In 2004, Yahoo! Inc.
experienced record profits, which it attributed in part to online advertis-
ing. BWhile it is uncertain how much revenue it generated from casinos, the
trend toward online advertising generally presents a picture of unrelenting
growth. Reported earnings for 2005 indicate that online advertising gener-
ated $1.32 billion for Yahoo!—a 39 percent increase over 20041+

In addition to paid placements, online casinos have a variety of other means
to reach their Internet customers. Links to casinos through other Web sites
provide another option for reaching casino customers. In these relationships,
the online casino may offer the owner of a referring Web site a portion of the
revenues or net winnings generated through their patrons. ' In this manner,
the online casino may acquire customers without a sign‘iﬁcant up—front pay-
ment, as in the case of a paid placement in a search engine. Of course, such
an arrangement may pose other risks, including the monitoring and enforce-
ment of the payment terms, which would be left to the site owners.

“Pop-up” advertising has also become a popular means for online casinos
to advertise on the Internet. Dﬁspite annoying many Internet users to the
point of developing blocking software as a means of self-help, they are ap-
parently effective in attracting customers by matching and cross-selling sim-

ilar content-based interests. For example, online gaming sites sometimes

g
utilize adult entertainment themes to build upon the affinity of patrons for
sex and gambling—mnot unlike their counterparts in Las Vegas who match
sexually charged entertainment productions with their gambling operations.
Pop-up ads for online casinos have even been reported to be found on a Web
site designed to help compulsive gamblers. 1o Though this pop-up ad would
undoubtedly reach the type of customer an online casino longs for (at least
from an economic perspective), the placement certainly raises questions
about social responsibility and the obligations that government may impose
on gambling operators for the good of the public.

Licensing issues affect online casinos much like they affect their tradi-
tional counterparts. However, differences in the potential customer base of
an online casino, as well as differences in the business model, affect the
scope and impact of licensing decisions. The online gambling industry is cur-

rently located outside of the United States, and the economic interests of
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foreign governments hosting these operations are often at odds with the in-
terests of the country from which patrons are likely to come. As one analyst

has pointed out,

The Internet gambling industry can be an attractive source of export
earnings, with minimal infrastructure requirements. Additionally, the so-
cial cost of gambling is exported as the consequences of gambling addic-
tion and problem gambling are bourne by the community in which the
gambler lives. This can be an attractive proposition for those countries
providing the access to online gambling and a troubling one for those

supplying the gamb!ers. 7

Licensing officials in jurisdictions with traditional casinos have some in-
centives to examine the operational impacts on local populations when de-
termining the conditions for licensing. These concerns about community ef-
fects also provide incentives for casino operators to behave responsibly, to
the extent that they depend on government cooperation for the purpose of
renewing those licenses. Internet operations designed to attract foreign pa-
trons have diminished interests in these areas. For example, it is doubtful
that Internet operations will make any significant contributions toward so-
cial costs or community betterment affecting their patrons. Even coopera-
tive advertising efforts to warn about problem gambling behaviors among
online patrons would not be expected. In the current online environment,

such efforts are simply not good for business. 18

A NEED FOR REGULATION?Y

Gambling patrons also have economic interests that are integral to their par-
ticipation in the online marketplace. The extent to which government regu-
lation plays a role in ensuring patron security is an interesting, yet undevel-
oped, question. With traditional casinos, regulation provides an indication
that games are being played fairly and that the casino is financially capable of
paying off a winning bet. Other physical cues of reliability may also be avail-
able, such as the ability to watch dealers perform their tasks and to witness
other patrons winning jackpots. In a traditional casino, not only do these cues
indicate that the patron is getting his or her money’s worth, but they also con-
tribute to an atmosphere of excitement that may loosen a patron’s purse

strings.
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Similar physical cues are generally unavailable online, as players are rele-
gated toa private, computer—based experience. However, sophisticated on-
line players may also access other sources of information. Here, the Inter-
net’s capacity for efficient information sharing may provide additional
indications about the reliability of an online casino, which might even be
used as a substitute for government regulation. Online patrons can share in-
formation in user groups, which provide an informal basis for comparing
anecdotal Internet gambling experiences. For example, message boards at
sites such as Winneronline.com provide a means for disgruntled players to
share their concerns about nonpayment for a winning account. 19 public re-
lations representatives from online casinos have also been known to frequent
such boards to address the problems raised by patrons.

Online patrons may also be able to access sites that are specifically de-
voted to sharing information about online casino payouts. Independent ac-
counting firms such as Pricewat,erhouseCoopers pmvide audit services to
casinos. This public attestation function is designed to bolster marketplace
reliance on a secure and fair online gaming experience.m Web sites may also
rank online casinos based on their payout rates.”! However, it is up to the
patron to determine whether these rates are accurate. Assuming disclosures
are accurate, then the online player may even have an advantage over players
in traditional casinos, which often do not advertise these rates.

Sports-betting sites avoid some concerns about fairness because the stan-
dards for winning and losing are readily available and accessible to patrons
from reliable third-party sources. Thus, the online sports bettor need only
concern himself or hersell with the viability of the enterprise with whom
the bet is placed; concerns about whether the electronic deck is stacked or
the roulette wheel is rigged are not relevant, thus providing another level
of security to the player. This added security, coupled with pervasive popu-
lar interest in sports and the belief that superior sports knowledge may pro-
vide an advantage, perhaps helps to account for the popularity of online
sports betting.

Online patrons who rely on information-based monitoring are placing
trust in private sources rather than in government-backed regulators.
Given the information transparency that is possible in the online market-
place and the availability of private attestation functions, it is a fair question

to ask whether government regula.tion would truly add to the reliabﬂity of
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online games. However, in the event of the financial failure of an online gam-
bling firm, the player relying on private ordering principles would be well
advised to be diversified. The prospects of pursuing claims in foreign courts
may well prove daunting to most players, who would likely choose to cut
their losses and move on.

The psychological profile of the online gambler is likely to involve a sig-
nificant risk-taking component, which may limit the practical impact of in-
quiries into the nature and extent of government protections. Despite the
potential risks, some gamblers seem intent on using online casinos without
regard to their local legal status or to whether an effective means of govern-
ment rcgulation and oversight exists among the many nations that permit

some form of online gaming.

FEDERAL GOVERNMENT EFFORTS TO CONTROL
ONLINE GAMBLING

Congress’s tepid efforts to control sports betting in the Professional and
Amateur Sports Protection Act, discussed in chapter 9, suggest the possibil-
ity that the federal government may possess a similarly limited commitment
to preventing online gambling. Though critics have raised concerns about the
protection of minors in the online forum, the increased social costs from
online gambling, and even psychological harms from the potentially addic-
tive character of video-based gambling activities, a comprehensive legisla-
tive solution has not been forthcoming

This legislative failure may be attributed, in part, to the difficulty of en-
forcing what laws we currently have against online gambling, Even assuming
that legislative goals can be identified, implementing legislation in an envi-
ronment with jurisdictional as well as technological complexity presents

formidable Challenges.

THE FEDERAL GOVERNMENT STRIKES:
PROSECUTION OF JAY COHEN

One of the most visible prosecution efforts affecting an international Inter-
net gaming enterprise involves the case of United States v. Cohen.”? This case
has garnered significant international attention because of the application of
U.S. laws to an individual conducting a business that is legally operating in

a foreign country. In 1996, Jay Cohen left his position as a market maker at
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a San Francisco firm that traded in options and derivatives for an alternative
risk-driven career as an international bookmaker. He became the president
of the World Sports Exchange (WSE), a firm that began a sports-betting op-
eration in the tiny Caribbean nation of Antigua and Barbuda.

Antigua and Barbuda are two small Caribbean islands with a combined
population of about seventy thousand residents. According to the CIA’s World
Facthook, oniy about five thousand residents had Internet access as of 2001,
but that figure doubled to ten thousand in 2002, the latest year for which es-
timates are available.” Despite apparently limited Internet usage among An-

tigua natives, the island has nevertheless become a haven for Internet gaming

g
firms. In 2001, the Antiguan government established a Free Trade and Pro-
cessing Zone, which created a regulatory and tax structure that proved at-
tractive for other firms interested in offering Internet gaming services. How-
ever, the WSE was ahead of the curve in choosing to begin its operations in
Antigua before these incentives were enacted. The fact that gambling was
legal in Antigua and that Antigua was also connected to the United States by
an undersea fiber-optic cable (thus assuring Internet connectivity even dur-
ing a hurricane) probably influenced its locational decision.?”

WSE targeted customers in the United States by advertising in various
media, including radio, newspaper, television, and the Internet. Customers
who responded could set up accounts to bet with WSE via telephone or In-
ternet. After depositing at least three hundred dollars via wire transfer into
an account located in Antigua, the customer was allowed to instruct WSE to
make bets on sporting events using those funds. Average accounts ran from
one thousand to three thousand dollars, though some deposited as much as
thirty thousand dollars.”® WSE profited from a 10 percent commission on
each wager.zp’"

The prospects of Internet-based sports wagering proved attractive in the
marketplace, as WSE had over sixteen hundred customers after its first year
of operation. A Wall Street Journal story in April 1997 examined Cohen’s new
business venture, providing readers with an explanation of the business and
a Web site address for potential customers and curiosity seekers to find out
more.”® Customers responded with gusto, including many from the United
States. By November 1998, WSE had received over sixty thousand tele-
phone calls from the United States.””

Unfortunately for Cohen, the media attention that proved so good for
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business also attracted the attention of law enforcement authorities. FBI
agents in New York opened accounts and placed bets with WSE both by
phone and by Internet.?” On the basis of these contacts, Cohen was arrested
and indicted for offenses in violation of the Wire Act, 18 UL.S.C. § 1084(a).
In particular, Cohen was charged with “(1) transmission in interstate or for-
eign commerce of bets or wagers; (2) transmission of a wire communication
which entitles the recipient to receive money or credit as a result of bets or
wagers, and (3) information assisting in the placement of bets or wagers.”'
He was ultimately convicted and sentenced to twenty-one months in prison.

Enforcement of laws against Internet gaming involves more than discov-
ering and proving the elements of a crime. The government must establish
personal jurisdiction over the defendant in order to exact a criminal punish-
ment, and Jay Cohen squarely presented this problem. Although he was a
U.S. citizen, the government could not reach him as long as he resided in
Antigua. Instead of remaining in Antigua and evading the risk of prosecu-
tion, Cohen chose to surrender himself to authorities and to challenge the
underlying basis for a violation of the Wire Act.

Unfortunately for Cohen, his challenge to the application of the Wire Act
proved unsuccessful. Among other things, Cohen argued that he was entitled
to protection under a safe harbor provision in the Wire Act, which provided

in part that

[n]othing in this section shall be construed to prevent the transmission in
interstate or foreign commerce of information for use in news reporting
of sporting events or contests, or for the transmission of information as-
sisting in the p}acing of bets or wagers on a sporting event or contest from
a State or foreign country where betting on that sporting event or contest

is Iegal into a State or foreign country in which such betting is legal.sz

Cohen argued that customers were only transmitting information and that
the bet or wager was actually placed in Antigua.33 However, the court
found that the customers were indeed placing bets from the United States. 3
The trial judge’s instruction to the jury explicitly referenced either tele-
phone or Internet transmissions as being within the scope of the Wire Act.?
Moreover, it was quite clear that such betting was illegal under New York
law, and that provided a sufficient basis to find that he was not within the

scope of the safe harbor.
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Cohen’s case also clarified that using telephone or Internet connections
to transmit betting information could result in a violation of the Wire Act.
Though Cohen had argued that he did not transmit information but merely

received it, the court was unpersuaded.

Cohen established two forms of wire facilities, internet and telephone,
which he marketed to the public for the express purpose of transmitting
bets and betting information. Cohen subsequently received such trans-
missions from customers, and, in turn, sent such transmissions back to
those customers in various forms, including in the form of acceptances
and confirmation. No matter what spin he puts on “transmission,” his

conduct violated the statute.>®

Cohen was one of fourteen people indicted by federal prosecutors for
offshore online gambling operations.” However, his case became a cele-
brated cause for the offshore betting community. Cohen petitioned the ULS.
Supreme Court for review, and that petition was supported by the Antiguan
government, which filed an amicus brief in support of Cohen’s petition.
Moreover, as discussed subsequently, the Antiguan government also chose to
use the ULS. government’s position in this case as a basis for challenging U.S.
compliance with its treaty obligations involving international trade, which
remains an ongoing dispute.

Though Cohen’s case is significant, the language of the Wire Act may nev-
ertheless impose limits on the federal law enforcement efforts directed to-
ward Internet gambling. The operative provision of the Wire Act, 18 U.S.C,

§ 1084(a), states in relevant part:

Whoever being engaged in the business of betting or wagering knowingly
uses a wire communication facility for the transmission in interstate or
foreign commerce of bets or wagers or information assisting in the plac-
ing of bets or wagers on any sporting event or contest, or for the trans-
mission of a wire communication which entitles the recipient to receive
money or credit as a result of bets or wagers, or for information assisting
in the placing of bets or wagers, shall be fined under this title or impris-

oned not more than two years, or both.?®

First, the language of the Wire Act suggests that only those engaged in the

business of placing bets are affected. It does not address the casual gambler,
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who might utilize the Internet to engage in online casino gambling.ﬁ Target-
ing casual gambling behavior on a large scale may be an unwise use of lim-
ited federal prosecution resources. However, the potential for federal en-
forcement of laws against Internet gambling may well deter some patrons
from the activity. Any deterrent effect is nullified if the public knows that no
basis for prosecution exists, *0

Second, the scope of the Wire Act may be further limited by its reference
to wagers “on any sporting event or contest.” The Fifth Circuit has recently

concluded that the Wire Act does not apply to casino gaming on the Internet

g
because such wagering does not involve a “sporting event or contest.”! The
Fifth Circuit agreed with the rationale of the federal district court, which
found that a “plain reading of the statutory language” supported by the leg-
islative history required this result.*?

However, this reading is contestable. The language “on any sporting event
or contest” modifies the first appearance of “bets or wagers” in section
1084(a), but “bets or wagers” appears two more times in that statute with-
out the limiting language. While it is true that the legislative history, which
extends back to 1961, focused on sports betting, this predates the advent of
the Internet and its potential to bring other kinds of gambling to remote
bettors. A New York state court has agreed that the Wire Act does apply to
online casino gaming, based in part on the broader purpose of preventing
unlawful gambhng.jr3

Members of Congress have recognized this potential deficiency in the
language of the Wire Act, but proposed legislation to amend it has failed.**
A failure to adopt an amendment does not necessarily mean that Congress
approves of Internet casinos. The scope and extent of the current version of
the Wire Act may yet be tested in other jurisdictions. As discussed subse-
quently, the Justice Department has used the threat of prosecution under
“aiding and abetting” theories to address ancillary business participation in
Internet casino gambling. Nevertheless, it is true that the current language
does present some uncertainty and that Congress has yet to pass a compre-
hensive legal solution.

The international gaming community remains very concerned about the
prospects of prosecution for Internet wagering activities such as those in
Cohen. An amicus curiae brief in support of Cohen’s petition for certiorari

in the U.S. Supreme Court filed by the Antiguan government stated in part:
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The Second Circuit’s decision would criminalize not only the activities of
American citizens in Antigua, but also activities of non-American citizens
engaged in the betting or wagering business from Antigua, suppliers for
that business, and even Antiguan governmental officials not protected by
the doctrine of Sovereign Immunity.

Should the petition for certiorari not be granted and the present de-
cision be allowed to stand, it would have a very negative impact on the
Antiguan economy and hamper the country’s efforts to create strong reg-

ulatory controls over all interactive W"ager'ing.45

Since the Supreme Court denied certiorari in this case, it remains to be seen
whether the ultimate impact on Antigua will be as negative as predicted. As
discussed subsequently, the World Trade Organization (WTO) proceedings
involving Antigua provided one way for this nation to strike back against
U.S. policy using trade laws. First, however, we look at what tools lie in the

law enforcement arsenals of the states.

THE STATES STRIKE: INTERNET
ENFORCEMENT EFFORTS

State laws may also affect the legality of Internet betting operations. Like
their federal counterpart, state governments also face jurisdictional con-
straints. Finding an appropriate nexus between the criminal activity and the
state is typically not the problem, but enforcing a judgment over the opera-
tor of an offending Web site may present an insurmountable practical barrier
to effective legal governance. As a result, there are few reported cases in
which state governments seek to prosecute Internet gaming Operations.
People v. World Interactive Gaming Corpomtion46 is a notable case in this area be-
cause of the state’s ability to overcome those jurisdictional limitations. The
World Interactive Gaming Corporation (WIGC) was incorporated in Delaware
but maintained an office in New York. Through a wholly owned Antiguan sub-
sidiary, Golden Chips Casino, Inc. (GCC), WIGC operated an Internet casino
pursuant to a license from the Antiguan government. GCC promoted this
casino on the Internet and through advertising in a national gambling magazine,
and New York residents viewed these ads. Like its sports-betting counterpart,
the WSE, the GCC required its Internet casino users to wire funds to an An-

tiguan bank account, from which bets would ultimately be made.
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In June 1998, the attorney general’s office downloaded gambling software
from GCC’s Antiguan Web site, and the following month they began placing
bets. The GCC software asked users to enter their permanent address. If the
user reported an address in a state that permitted land-based gambling, such
as Nevada, the software granted permission for the user to gamble in virtual
games, which included slot machines, roulette, and blackjack. If the user re-
ported an address in NewYork, where land-based casino gambling was illegal,
permission was not granted. However, New York users who were denied ac-
cess could easily circumvent this restriction by changing the registration to
Nevada, since the software did not monitor actual locations.

On the basis of this activity, the attorney general sought an injunction
against WIGC to prevent it from “running any aspect of their Internet gam-
bling business within the State of New York.” WIGC challenged this action
on jurisdictional grounds, but this challenge failed. WIGC managed this
business from its offices in New York. It made administrative decisions and
did computer research for the business in New York. It also worked with a
New York—based design firm, Imajix Studios, to design graphics for the Web
site. Even if its offices had not been in New York, these systematic and pur-
poseful contacts with the state would have been sufficient to satisfy jurisdic-
tional requiremems.‘“

As for its subsidiary, GCC, personal jurisdiction would ordinarily be
more difficult to establish. If GCC were treated as a separate legal entity, the
state would be required to show that it had sufficient contacts with New
York to support jurisdiction. However, in this case, such a showing was ob-
viated by the court’s determination that GCC’s corporate form would not
be respected on the ground that it was a “mere agent, department, or alter
ego” of W IGC."™ Here, WIGC “completely dominated” its subsidiary. The
GCC Web site had been “purchased” by WIGC, which also provided admin-
istration services. GCC’s top employees were hired by, and reported to,
WIGC. Work on the servers that hosted the Web site was also done pursuant
to contracts with service providers that were maintained by WIGC.

Thus, WIGC not only ignored corporate formalities but also provided
support for the gaming operations of its subsidiary to an extent that it could
be categorized as an agent of that subsidiary. It was relatively easy to find that
WIGC was guilty of promoting gambling in violation of New York law. In

fact, the court noted that violation of New York law had even occurred before
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any New York resident wagered on the GCC Web site, to the extent that their
conduct in creating and soliciting patronage for unlawful games “materially
aids [unlawful] gambling activity.”*’ The fact that Internet gaming was legal in
Antigua was not a defense, as these activities occurred in New York.

A similar case was also presented in Minnesota during the early years of
Internet casinos. In State v. Granite Gate Resorts, Inc.,”” the attorney genera.l
filed a complaint against a Nevada corporation and its principal officer, alleg-
ing that these defendants engaged in deceptive trade practices, false advertis-
ing, and consumer fraud based on designing and hosting an advertisement for
an online wagering service based in Belize. Although the corporation and of-
ficer were both domiciled in Nevada, the state of Minnesota asserted juris-
diction based on the nature and extent of Internet contacts with Minnesota
residents. The company’s Web site advertised an online wagering service that
was soon to become operational as “a legal way to bet on sporting events
from anywhere in the world 2! In addition, it explained how to subscribe to
the service and provided a form to enroll on a mailing list and a toll-free
number for Internet users to contact them. At least one Minnesota resident
became part of the mailing list, and computers in Minnesota contacted the
Web site several hundred times.

The Minnesota Court of Appeals concluded that the state had jurisdiction
in these circumstances. Based on the quantity and quality of the contacts
with the state through the Web site and the strong interests of the state in
enforcing its consumer protection laws and regulating gambling, the court
found that the jurisdictional threshold had been met. This meant that the
state could proceed, imposing injunctive relief as well as civil penalties
against the foreign corporation and its officer.

Other courts have similarly found personal jurisdiction over an online
gambling operation based on contacts with state residents on interactive
Web sites.>” Though a purely passive Web site might not pass muster under
current case law dealing with Internet jurisdiction, the typical casino gam-
ing site would indeed have engaged in contracts with state residents over the
Internet and in doing so would repeatedly transmit computer information
to that jurisdiction. These activities would generally be sufficient to support
a finding of personal jurisdiction, thus potentially subjecting the Internet
casino to legally enforceable judgments.

The potential extent of jurisdictional reach is also illustrated in Alitalia-
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Linee Aeree Italiane v. Casinoalitalia.com,”® a case itwo]ving a trademark in-
fringement claim against an Internet casino. Alitalia Airlines, an Italian cor-
poration, brought suit in a federal district court in Virginia against an Inter-
net casino operator based in the Dominican Republic. Alitalia alleged that
the Internet casino had infringed its trademark as a result of the use of its
corporate name in its Web site. Alitalia claimed that such usage created a
false impression that the airline was supporting online gambling, It also
claimed that such usage further tarnished its mark because the word casino
meant brothel in Italian, thus suggesting to Italian-speaking users that Alitalia
may be in another tawdry business.

At the heart of the case was the basis for personal jurisdiction in a Virginia
court. Other than operating the Web site, which did indeed reach five Vir-
ginia customers, the defendant corporation had no other contacts with Vir-
ginia, as its operations were based entirely in the Dominican Republic. Nev-
ertheless, the court found that these limited contacts were sufhcient to
provide personal jurisdiction over the site: “Defendant’s contacts with these
residents are sufficient to put the defendant on notice that it is purposefully
directing its activities at Virginia, and that it should therefore foresee being
haled into court in this forum.”*

Though states may well have a legal foundation for pursuing online casi-
nos that violate state gambling laws, such efforts are nevertheless likely to
be fruitless in many cases. In the Granite Gate Resorts and World Interactive
Gaming cases, the defendants were both incorporated in the United States.
Thus, a valid judgment could potentially be enforced against assets and per-
sons located in the United States through other courts with jurisdiction over
those assets and persons. However, a well-advised Internet casino operator
could easily avoid the mistakes that were made in those cases by incorporat-
ing in a foreign jurisdiction and maintaining operational control outside of
the United States. The fact that there are no more recent reported cases in-
volving state attorneys general seeking relief from domestic Internet casino

operations suggests that the Internet gaming mar]‘:etp],ace has indeed learned

g
these simple lessons and has avoided similar mistakes.

In a case like Alitalia, the defendant was located in the Dominican Repub-
lic and apparently limited its base of operations accordingly. Enforcement of
any judgment that affected operations in a foreign country would ordinarily

require cooperation from a foreign government, which would have the
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power to compel the defendant to comply. Absent a treaty provision to aid
in that enforcement, the chances of success would be doubtful. Thus, the do-

mestic judgment would effectively have no impact on a foreign corporation

&
operating an Internet casino site, as long as that corporation and its opera-

tors stayed outside of the jurisdiction of the United States.

ANTICYBERSQUATTING CONSUMER PROTECTION
ACT: IN REM THEORY

Alitalia involved a somewhat unusual situation because the applicable federal
statute forming the basis for relief, the Anticybersquatting Consumer Pro-
tection Act (ACPA), provides that if the plaintiff cannot get personal juris-
diction over the owner of that domain name, it could bring suit under a the-
ory of in rem jurisdiction (i.e., jurisdiction based on the location of the
property—the domain name) in a federal district court where the domain
name is i"egistersﬂ.g > Although this kind of suit would not be effective for
monetary damages, it could provide relief in the form of either cancellation
or transfer of ownership of the infringing domain name.’® Since the entity
that controlled the registration of that Web site, Network Solutions, was a
corporation domiciled in ‘\v’irgima,57 this reliel would be effective without
any concerns about enforcing a judgment in the Dominican Republic.
Although the ACPA is narrowly tailored to address the problems of trade-
mark infringement, its approach of dealing with trademark infringement
could potentially provide a framework for addressing Internet casino gaming
enforcement. If Congress wished to impose a significant barrier to Internet
gambling, it could enact a similar provision that would allow an in rem action
against the offending Web site operating the online casino. Alternatively, to
the extent that personal jurisdiction is proper based on contacts with domes-
tic gamblers, a court might award a remedy of canceling or transferring the
ownership of an offending domain name. Thus, state or federal government
officials could effectively wrestle away control of Web sites that violate fed-
eral or state gambling laws through doing business with U.S. customers.
Current technology does permit Web sites to block access to patrons
with Internet addresses in a particular country. Such technology is becom-
ing increasingly important in addressing problems of content that may vio-
late local laws, as was recently litigated in connection with challenges by the

French government to Internet content offered by Yahoo! involving Nazi
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materials.”® Such an approach might also provide an effective means to ad-
dress a gaming operation that unlawfully does business with patrons within
the United States, failing to implement good-faith efforts to block access to
patrons in countries where Internet gaming is illegal.

Of course, there are significant political barriers to this approach. The In-
ternet community would probably become apoplectic over a single nation’s
attempt to wrestle away control over Web sites based on the location of do-
main name registrars within their own jurisdiction. Such an approach has
some intuitive appeal as a means of restoring domestic sovereignty over the
g area, but this means of enforcement
may also have unintended consequences. Internet domain name registrars

scope of legal conduct in the gamin

might simply choose to locate in other countries that do not share a concern
about the violation of domestic gambling laws in the United States. For ex-
ample, a registrar could locate in a jurisdiction friendly to Internet gambling
and register domain names for Internet casinos under its own geographical
domain name system, thus foiling any attempts to affect their ownership via
court judgments from the United States. An international treaty may be re-
quired in order to deal effectively with the enforcement issues presented by

Internet casino opera’sions_
TARGETING ADVERTISING AND FINANCE

Although government actors may directly challenge Internet gambling op-
erations, the viability of Internet gambling operations may also be affected
by indirect efforts. Legal challenges to the mechanisms for Internet pay-
ments and to advertising and support structures have made it more difficult
to manage and operate a viable Internet gambling operation. In the long run,
these efforts may prove most effective in reducing, though not eliminating,
Internet gambling,

As discussed previously, advertising is a critical part of the business model
for Internet gambling, Firms that provide advertising, whether in the form of
paid placements on search engines, banner ads, or other more traditional
forms, thus participate indirectly in the lucre of the Internet gambling indus-
try, even though such gambling may not be legal in a particular jurisdiction.
Although First Amendment protections extend to commercial speech, such
protections do not extend to speech that facilitates the violation of federal or

state laws. >’
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Federal prosecutors reportedly convened a grand jury investigation of In-
ternet gambling that resulted in the issuance of subpoenas to broadcasters,
publishers, and Web sites that advertise for offshore operations‘éo Prosecu-

tors a]ieged that advertisers were “aiding and abetting” the violation of

&
antigarnbling laws. Using a similar theory, federal marshals seized $3.2 mil-
lion from Discovery Communications, a television and media company that
owns the Travel Channel. These funds were payment for thirty-second com-
mercials to be run in a six-month period during broadcasts of the World
Poker Tour for ParadisePoker.com, an online poker site.©!

Although the legal foundation for these tactics is far from certain, the po-
tential for adverse legal ramifications has apparently affected major advertis-
ers. Internet search engines Yahoo!, Google, and Lycos have agreed to stop
running advertising for online casinos,*” although Yahoo! indicated that it
would continue to run these ads in markets outside of the United States.
Major broadcasters such as Clear Channel Communications and Infinity
Broadcasting have also stopped taking online gamb]ing ads. Electronic Arts, an
online video game provider, has followed suit, citing the potential for future
“policy and legal” problems for the (‘ornpany.63 Such actions are likely to make
it more difficult for Internet gambling enterprises to reach their customers.
However, determined patrons will probably be undeterred and will find other
ways to access these sites through foreign sites providing links and advertising,

Legal challenges affecting the financing of Internet gambling activities
may also threaten the growth of Internet gambling firms. Understanding the
nature of a credit card transaction is an important prerequisite to under-
standing how payments are made and the allocation of payment risks under
various payment mechanisms.

A credit card transaction typically involves several intermediaries between
the merchant (casino) and the cardholder (patron).& Card associations, such
as Visa and Mastercard, make a branded product available for issuance by
financial institutions and provide rules for members of the association that
affect the terms of card use as well as the payment rights and obligations of
participating members.

Financial institutions such as banks issue credit cards to their customers,
thus initiating a credit relationship with the cardholder. They may set credit
limits based on credit information that the customer provides, and they may

perform the billing and collection services for the cardholder, though often
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this role is outsourced to a third-party processor. The issuing institution thus
makes money by extending credit and earning interest on any unpaid bal-
ances. It also makes money through sharing in the fees generated from mer-
chants who receive payments through the customer’s cards. Its primary risk
derives from cardholders who default—a risk that can be managed by using
credit filters and raising interest rates on unpaid balances.

Financial institutions may also be involved in the capacity of enrolling
merchants to participate in the card payment service. These institutions,
known as “acquiring banks,” are effectively extending credit to the mer-
chants. Merchants agree to receive payment from customers through means
of the credit card and to process payment information through an estab-
lished protocol. Merchants submit customer requests for credit through an
extensive computer network to a Processor, which in turn contacts the is-
suing bank for a determination of whether to approve credit for the cus-
tomer. The merchant then sends records of its approved transactions to the
acquirer, which in turn credits the merchant’s account for the total amount
of billings less an allowance based on a negotiated discount.

This discount from the merchant is intended to cover the expenses asso-
ciated with payment and collection from the issuing bank, as well as other
processing costs. Those expenses may be significant, particularly if the mer-
chant is involved in a business where customers ultimately express dissatis-
faction and dispute the charges. Gambling and pornography are notorious
businesses for dissatisfied customers, particularly when an unsuspecting
spouse has found out about secret online exploits. To the extent that a mer-
chant engages in fraud or otherwise fails to deliver a product or service pur-
chased with a credit card, a charge-back process occurs, which ultimately
may reach the merchant. Herein lies an important dimension of risk for the
acquiring financial institution: some merchants close their shops and flee the
jurisdiction, leaving the acquirer to ultimately bear the loss.

This system generally works very well for consumers, who can effec-
tively purchase with greater confidence by using the delay in time between
purchase and payment on their account to their advantage. This time delay
allows the customer to determine whether a merchant has held up his or her
end of the bargain, to withhold payment, and to dispute the transaction
under the card association rules. Merchants also benefit from this system, to

the extent that it facilitates payment and increases sales oppor tunities.
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Though other forms of payment may exist for a remote seller, such as
wire transfers, checks, or money orders, each alternative form has its draw-
backs. Wire transfers can result in fairly quick transfers of cash, but once
that cash is gone, the advantage is clearly on the side of the transferee. Thus,
a customer with doubts about the integrity of the merchant would probably
be hesitant to use this method. Moreover, wire transfers are typically rela-
tively expensive, making them unsuitable for frequent small consumer
transactions.

Checks and money orders may be less expensive to process, but they may
also involve considerable delay. There are also payment risks to consider,
From the customer’s perspective, a money order involves an immediate
monetary outlay. A check may allow time for a stop payment order, though
such an effort is certainly not as consumer friendly as under the dispute pro-
visions of the credit card. Merchants also face payment risks, which are
rooted in the creditworthiness of the customer. Though the merchant may
compensate by waiting to deliver until a check has cleared, this entails further
delay and hinders sales growth. A credit card, on the other hand, gives the
customer the luxury of delayed evaluation of the transaction to ensure that
the merchant is delivering what was promised, coupled with the speed and
assurances of creditworthiness that the merchant desires.

The credit card industry is well acquainted with the risks associated with
illicit operations, particularly those involving pornography or gambling. Ac-
quiring financial institutions in the United States that seek Internet-based
merchants typically include provisions that shun operations dealing in
pornography or online gamb.ﬁng“ Offshore gambling operations that use
credit cards often must establish relationships with foreign acquiring banks,
which thus assume the credit risks associated with charge-backs and other
defaults by merchants in the online gambling business.®® The online payment
service PayPal, which is sometimes used in lieu of credit card payments, in-
cludes provisions in its online user agreement that specifically preclude its
use in connection with gambling and adult-oriented businesses.®’

In addition to the risk of charge-backs, the possibility of legal Hability on
account of aiding and abetting an illegal operation is also presented. This
concern is illustrated by recent litigation in which cardholders with Internet
gambling losses brought a class action lawsuit against Mastercard, Visa, and

the banks that issued their credit cards.®® These plaintiffs aﬂeged that the
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credit card companies and banks were part of a “worldwide gambling enter-
prise” with unnamed Internet casinos. By extending credit for gamblers and
collecting on those debts, credit card companies had allegedly facilitated a
criminal enterprise that violated federal and state criminal gambling laws. In
particular, the plaintiffs alleged that such conduct constituted racketeering
and unlawful collection of debt, which entitled them to civil remedies under
the Racketeer Influenced and Corrupt Organizations Act ( RICO).%?

A claim of racketeering under RICO requires a showing of at least two
predicate criminal acts based on either state or federal law.” Here, the
plaintiffs alleged violations of the Wire Act, as well as violations of other fed-
eral provisions addressing mail and wire fraud. However, the court rejected
these claims based on federal law. With regard to the Wire Act, the court
limited its application to sports betting—conduct that was not pleaded in
this case.”! As for the fraud violations, it found that the plaintiffs failed to
plead any fraudulent representations by the defendants in connection with
any gambling activity.ﬂ

The plaintiffs also claimed that the defendants’ conduct violated a Kansas
criminal statute proscribing commercial gambling. The court ultimately con-
sidered two elements of that statute, which involved, “[flor gain, becoming a
custodian of anything of value bet or offered to be bet” and “[s]etting up for
use or collecting the proceeds of any gambling device 773 In this context, the
particulars of Internet gambling worked in favor of the defendants, as the
court found that the credit card companies did not violate these provisions.

In a typical transaction, the plaintiffs used their credit cards to purchase
credits from the Internet casino prior to gambling. The credits are main-
tained in an account with the Internet casino, and the patron can access
these credits for the purpose of placing bets. Losses are deducted from the
account, but winnings are credited to the account. However, any net win-
nings are not credited to the patron’s credit card but instead are paid by al-
ternate mechanisms.

Under these facts, the district court found that the extension of credit to
the cardholder, in the form of purchasing credits, had occurred before any il-
legal gambling had occurred: “It is a temporal impossibility for the defendants
to have completed their transaction with the plaintiff before he gambled and
to then be prosecuted for collecting the proceeds of a gambling device, which

can only take place after some form of ga.mbling is Completed e Aithough an
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opinion of the Kansas attorney general found that placing bets from a com-
puter in Kansas to an online casino would violate Kansas law, the court lim-
ited the scope of the legal violation to the activities of the plaintiffs and the
online casinos, not to the activity of extending credit to the cardholder.”® The
Fifth Circuit agreed, noting that it was also impossible to “take custody” of a
bet if the transaction with the credit card companies occurred before any bet
was placed.77

Oddly, the facts in this case indicated that the ultimate charge on the
cardholder’s account did depend on the losses accrued. For example, one of
the named plaintiffs, Thompson, had purchased $1,510 in credits using his
Mastercard; he lost ex.'c‘rything.78 Bradley, the other named plaintiff, had
purchased $16,445 in gambling credits, but his credit card billing state-
ments showed only §7,048 in purchases at the casino.”” This difference be-
tween purchases and billings suggests the possibility that the net result after
winnings and losses was ultimately charged to his credit card. Otherwise,
one would expect to see the Charge of only $16,445 on his montiﬁy state-
ment. This also suggests that the amount ultimately paid by the cardholder
to the issuing bank was determined after his gaming transactions had been
completed. Though there were no net winnings, it strains credibility to be-
lieve that every transaction under the account was a losing transaction and
that he lost only half the value of the account with no wins to offset those
losses. No explanation of this factual discrepancy appears in the case.

The court’s restrictive approach toward finding any violation of the Wire
Act and applicable Kansas law helped to ensure that the credit card industry
avoided significant financial liability as a result of Internet gambling losses in
this case. Though the entire amount at stake is not stated in this litigation,
two of the plaintiffs named in the litigation had lost several thousand dollars.
Those similarly situated might number in the thousands, presenting substan-
tial claims had this litigation been successful.

Even though the plaintiffs in this matter did not achieve a legal victory,
the case nevertheless sent a strong Cautionary message to the credit card in-
dustry. If the gamblers had been located in a state with more comprehensive
antigambling laws, or if violations of the Wire Act could be clearly proven
through involvement with Internet-based sports betting, it is plausible that
a credit card company and the issuing bank could indeed face lability under

RICO. Moreover, the concept of “aiding and abetting” violation of state laws
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through extending credit might lend itself to other plaintiffs seeking to es-
tablish liability, particularly when the identity of the Internet casino and the
involvement in illegal gambling are known to those involved in processing
these payments.% The Web site maintained by the Kansas attorney general
stated in part in 2004

[Plersons or organizations who knowingly assist Internet gambling or-
ganizations in any unlawful activity may themselves be held liable for that
unlawful activity. Thus, for example, Internet access providers and credit
card companies that continue to provide services to gambling organiza-
tions after notice that the activities of the organizations are illegal would

be subject to accomplice liability.*'

Legislation to cut off the mechanisms for funding Internet gambling has
been before Congress but has not yet been brought to a final vote. The In-
ternet Gambling Funding Prohibition Act was reported out of the Senate
Committee on Banking, Housing, and Urban Affairs on October 27, 2003,
which unanimously recommended passage. As explained in the committee

i'eport:

The bill would prohibit gambling businesses from accepting credit cards,
checks, or other bank instruments from gamblers who bet over the In-
ternet. To accomplish this purpose, the bill would require designated pay-
ment systems to establish policies and procedures designed to identify
and prevent transactions in connection with Internet gambling. Most fi-
nancial institutions have some capacity to identify and block restricted
transactions for the purposes of compliance with other laws, such as
those relating to ULS. economic sanctions programs and money launder-
ing prevention. Some participants in these payment networks have al-
ready voluntarily established policies to prohibit these types of transac-
tions. Thus, it is anticipated that the costs of compliance imposed by this
bill would be small. In addition, to the extent that individual gamblers
will be precluded from using bank instruments, financial entities may ex-
perience some cost savings as they will be less likely to have gamblers de-

fa‘u,}ting on debts incurred.®?

Although this bill was never enacted into law, the industry is apparently tak-

ing the concerns raised by the bill into account.
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THE INTERNATIONAL GAMING INDUSTRY STRIKES
BACK: WTO CHALLENGE

Further complexity in the international dimensions of Internet gambling
arose in 2003, when the government of the Caribbean nation of Antigua and
Barbuda brought a complaint against the United States before the WTO, ar-
guing that the United States had untfairly discriminated against the online
gambling services offered by Antiguan firms. Antigua claimed that the
United States was in violation of the General Agreement on Trade in Ser-

vices (GATS). In particular, Antigua claimed:

The central, regional or local authorities of the United States allow nu-
merous operators of United States origin to offer all types of gambling
and betting services in the United States (sometimes via exclusive rights
or monopolistic structures). There appears to be no possibility for for-
eign operators, however, to obtain an authorization to supply gambling

and betting services from outside the United States.®

Antigua submitted an extensive list of federal and state statutes, as well
as other legal sources, including attorney general opinions and cases such as
United States v. Cohen and World Interactive Gaming, discussed previously. 8 1t
claimed that these sources together operated as “measures” that completely
prohibited the remote provision of gambling services by a foreign operator,
They further alleged that this prohibition violated obligations under GATS,
to which the United States was a signatory nation.

The United States’ initial response to these claims involved rather inter-
esting legal posturing. Among other things, the United States’ request for a
preliminary ruling from the WTO panel contended that, as a technical mat-
ter, some of the authorities cited by the Antiguans were technically not
measures at all, since they did not constitute legal instruments with func-
tional lives of their own.?®® Thus, for example, a state attorney general opin-
ion or an opinion of courts inferior to the U.S. Supreme Court was arguably
not sufficient to serve as a measure under this standard.

More significant, however, was the United States’ position that Antigua’s
bare citation of state and federal laws applicable in the United States, even
if they were “measures,” failed to meet its burden of proof in showing that

these laws and reguiations effected a “total pl"ohibit.ion” in violation of the
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GATS obligations. Here, the United States used the complexity of its laws
involving Internet gambling to its advantage; Antigua would be forced to ex-
plain how those laws created such a total ban. The United States asserted
that “Antigua must not be permitted to hide behind the excuse that U.S. law
is supposedly too complex and opaque; Antigua and its two outside law
firms are certainly capable of identifying and attempting to establish a prima
facie case as to specific measures if they choose to do 50.786
This was an obligation that Antigua did not readily embrace. As it pointed
out, the state of law in the United States was a matter of “significant debate
within the United States legal Commt1nit'y.”87 Moreover, Antigua recognized

that it was Caught on the horns of a dilemma.

If [Antigua] were to have listed the Wire Act only there is little doubt that,
at the stage when the United States needed to implement any recommen-
dations and rulings resulting from this dispute, the United States would
have taken the position that it needed only to disapply or adapt the Wire
Act and could continue to apply other laws because these would have
been outside the terms of reference of the Panel. This concern has been
vindicated by the fact that the United States now adopts a very similar

formalistic and obstructive a,ppma,ch in the Re(:luest.86

Thus, Antigua sought a more comprehensive solution based on the totality
of effect of U.S. laws.

The Antiguan challenge also addressed the heart of the GATS treaty ob-
ligation: should gambling services be included within the scope of free trade
g theater, live
bands and circus services)” and “other recreational services (except sport-
ing)”?*” The United States ar

- . N - (14 o L . . - .
commitments regardmg entertainment services (includin

gued that remote gambling services were out-
side the scope of the ordinary meaning of these two terms. In fact, the ex-
ception of “sporting” could be viewed as an express elimination of gambling
from the scope of this term, to the extent that the Merriam-Webster’s Colle-
giate Dictionary defines sporting in part in relation to gambling, %0

This position offered by the United States was arguably inconsistent with
the dominant marketing practices of casino gaming operations in the United
States. The gaming industry promotes its operations as imvolving entertain-
ment and/or recreation. For example, the AGA’s annual reports describe

gambling in the same category as other entertainment options.91
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Other countries, including eight European members of the WTO, specifi-
cally excluded gambling from this listing of services; the United States did
not. Whether in hindsight the United States should have been expected to in-
voke a specific exclusion raises a provocative question: Was the cultural trans-
formation of gambling from vice to entertainment sufficiently complete to
hold the United States to a broader dimension for these terms? The United
States devoted much of its submission to the historical, moral, religious, and
practical justifications for treating gambling as a different matter than other
services. On the other hand, Antigua argued about the nature and extent of
gambling practices in the United States, which are indeed substantial.

Even if Antigua were to be sustained on this argument, however, the
United States raised still other challenges for Antigua’s position. Article
XVII of GATS provides a basic rule according the same national treatment

to domestic and foreign suppliers of scheduled services:

In the sectors described in its Schedule, and subject to any conditions and
qualifications set out therein, each Member shall accord to services and
service suppliers of any other Member, in respect of all measures affect-
ing the supply of services, treatment no less favourable than that it ac-

cords to its own like services and service suppiiers.

Thus, to the extent that Antigua could show that the United States had
adopted measures affecting the supply of “remote” gambling (i.e., accessible
via the Internet or via telephone), were those measures effectively treating
a foreign supplier differently from a domestic one? This question hinged on
the extent to which Internet gambling was indeed the same as other forms
of land-based gambling. If it was indeed a different product and both domes-
tic and foreign providers are subject to the same restrictions on such re-
motely provided services, then Antigua would not have a viable claim.

The differences between remote gambling services and other gambling ac-
tivities were briefly discussed in the first written submission of the United
States, but still more extensive attention was directed to this issue in a second
submission.”? This submission went into considerable detail about opera-
tional and consumer characteristics, as well as the regulatory characteristics,
which merit a distinction between remote and in-person gambling activities.

As for operational and consumer characteristics, the United States cited

-----
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operations have different customers than land-based operations. In part, In-
ternet customers choose this form of gambling because they want “the abil-
ity to indulge in gambling in seclusion without the stigma or effort required
to go to a public gambling f’aciiity.”% They also differ in psychological per-
ceptions, including the motivation to gamble, physiological experiences,
and socialization.” Thus, consumers perceive Internet gaming differently
from in-person gambling experiences.

From a regulatory perspective, the United States also took the position
that remotely provided gambling presents more significant threats than land-
based operations in terms of organized crime, money laundering, and fraud.”
Antigua attempted to address these issues through its own regulatory frame-
work. However, such matters touching on national security would undoubt-
edly concern policymakers in the United States, who would not be content
to entrust them to a foreign government, even a friendly one,

The public health dimension of online gambling also received attention
from both sides. Though Antigua attempted to show that online gambling is
no more addictive than other forms of gambling, the United States pointed
to uncertainties about health effects posed by online play. For example, it
cited the American Psychiatric Association’s concerns about the dangers
posed by the solitary nature of Internet gambling and the prospects of
lengthy, uninterrupted play. However, even if Internet gambling was less ad-
dictive, the sheer potential magnitude of gambling in every location with an
Internet connection raises the prospect of “an enormous growth in the op-
portunity for gambling and, consequently, for gambling addiction.”®

Public health effects on minors posed a related threat. Whereas in-person
contacts with casino gambling present many opportunities to detect and
eliminate underage gambling, the online environment provides the possi-
bility for minors to play online. The United States cited examples of child-
oriented games licensed by the Antiguan government, which included “car-
toon-like design, and childish i(:()n()gra.ph},n”97 It also presented evidence that
requiring identification through a credit card or debit card was not an effec-
tive means of preventing access by minors. Based on 1999 data, approxi-
mately 28 percent of minors between the ages of sixteen and twenty-two
had at least one major credit card, and these figures were likely to under-
state current cardholders on account of extensive marketing efforts directed

toward college students under the age of twenty-one.”™
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Finally, the United States also raised other arguments based on another

provision of GATS, Article X1V, which provides several general exceptions.

Subject to the requirement that such measures are not applied in a manner
which would constitute a means of arbitrary or unjustifiable discrimina-
tion between countries where like conditions prevail, or a disguised re-
striction on trade in services, nothing in this Agreement shall be construed
to prevent the adoption or enforcement by any Member of measures:

(a) necessary to protect public morals or to maintain public order;

(b) necessary to protect human, animal or plant life or health;

(c) necessary to secure compliance with laws or regulations which
are not inconsistent with the provisions of this Agreement includ-
ing those relating to:

i. the prevention of deceptive or fraudulent practices or to deal
with the effects of a default on services contracts; . . .

ii. safety.

Given the extensive history of U.S. laws directed toward protecting the
public morals and public order and the concerns about public health and
safety raised by online gambling, the United States also alleged that, if it was
found to have generally prohibited remote gambling, it should be allowed to
do so within the scope of these exceptions. The fact that remote access al-
lowed gambling into uncontrolled settings that are particularly accessible to
children raised a significant concern about public order and public morals.”’
Moreover, the uncertain controls over offshore funds also “could pose a risk
to national security from terror and/or criminal organizations.”mo

The WTO dispute resolution panel released its 273-page report on No-
vember 10, 2004, but a confidential draft released to the parties reached
major news media as early as March 2004.'” The decision was generally un-
favorable to the United States, though it failed to address some of the more
interesting policy dimensions outlined previously. Instead, it focused on
more narrow legal grounds and arcane matters of treaty interpretation. The
panel found that the United States had indeed made commitments under
Article XIV of GATS with regard to gambling, though it may well have done
so inadvertently.'” It also found that U.S. laws (including both federal and
state provisions) failed to accord services of Antigua a position no less favor-

able than that allowed to domestic providers. 104 Oddly, the panel acknowl-
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edged that these laws “are designed so as to protect public morals or main-
tain public order,” but it enigmatically concluded that the United States had
failed to meet its burden to show that its laws “are necessary to protect pub-
lic morals and/ or public order.”'”> Moreover, the United States had failed to
show that its enforcement efforts were consistent with the requirements of
its treaty ovbiigations.m6 In particular, the panel pointed to off-track betting
operations allowed for horse racin

g as allowmg remote gambhng via tele-

phone or Internet.'"” The panel thus recommended that the United States
make conforming changes in its laws. 108

This result sent immediate tremors throughout the gaming industry,
which wondered whether international competition through the Internet
would soon become available in the United States.'% The ruling also raised
questions about unintended consequences of trade agreements, including
state sovereignty over gambling within their borders. It is doubtful that most
Americans would consider their state and local laws to be superseded by an
international treaty obligation, over which their state legislators and gover-
nors would have no say whatsoever. Despite the considerable merits of
global trade, the attempt to treat gambling as any other entertainment ser-
vice arguably pushed beyond the current cultural sensibilities of most Amer-
icans, as well as threatened to undermine traditional regulatory structures
for gambling,

Antigua’s jubilation over the ruling proved short-lived, as the United
States filed notice of appeal on January 7, 2005.""" Antigua also appealed
certain elements of the decision, and third-party submissions were also filed
by other nations, including the European Community and Japan, which both
supported the proposition that the United States had indeed made a com-
mitment for free trade in gambling services. M The Appellate Body issued its
decision on April 7, 2005, and this decision substantially pared back any im-
pact of the panel decision.

First, the Appellate Body focused only on federal laws, ruling that An-
tigua had failed to make the prima facie case showing that state laws were
inconsistent with GATS treaty O’bligations.]12 The Appellate Body found,
however, that Antigua had made a prima facie case for inconsistency with re-

*****

gard to the federal Wire Act, the Travel Act, and the Illegal Gambling Busi-
ness Act. ' It also agreed with the panel that the United States had made a

commitment with rega.rd to trade in gambﬁng under GATS. 114



Governing Fortune 210

As for the applicable federal laws, the Appellate Body agreed with the panel
that these laws implicated public morals and public order, but it reversed its
decision that these laws were not “necessary to protect public morals or to
maintain public order.” The Appellate Body explained that the “necessary” re-
quirement involves a balance between the effectiveness of the measures in
accomplishing domestic ends and the restrictive impact of the measure on
international trade.'™ As a general matter, the United States had the burden
to put forth evidence of these public purposes, and Antigua as respondent had
the burden to show a reasonably available means to these ends that does not
restrain trade.''®

In this context, the Appellate Body found that the United States had in-
deed shown a prima facie case that these measures were necessary, noting
that the panel had also recognized the close connection between these laws
and important societal interests. Antigua’s alternative, on the other hand,
consisted solely in proposed consultations with the United States, which the
Appellate Body found to be insufficient as an alternative means of addressing
these interests.''”

Despite these rulings favoring the United States, the Appellate Body also
found that the United States had potentially discriminated against foreign
gaming service suppliers in one respect: it appeared to allow off-track bet-
ting on horse racing in certain situations, pursuant to the Interstate
Horseracing Act. "8 Thus, despite a failure to show enforcement discrimina-
tion favoring domestic suppliers over foreign suppliers with regard to the
Wire Act, Travel Act, and Interstate Gambling Business Act, the Interstate
Horseracing Act presented a potential problem.

The manner of bringing U.S. law into conformity with GATS in this sit-
uation continues to be the subject of negotiations between the United States
and Antigua. An arbitrator was appointed to help resolve the dispute.] YTt
appears that the United States will not take the position of opening up the
Internet freely to gambling interests. However, the manner of enforcing do-
mestic laws against Internet gambhng remains an important issue.

The WTO dispute highlights the need for careful attention to interna-
tional agreements in the quest for solutions to conflicts arising from the use
of the Internet. Cultural differences about the role of gambling in society
undoubtedly deserve greater attention in specific treaty negotiations; the

current appmach of Antigua and the WTO apparently disregards these sig-
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nificant concerns in seeking to enter markets in the United States by a side
door left open by trade negotiators. It also remains to be seen whether the
concerns raised about public health, public morals (particularly of youth),
public safety, and national security will provide a sufficient impetus for fed-
eral legislation that will clearly and comprehensively address the legal status
of online wagering activity. So far, these concerns have resulted in much
bluster but no concrete actions from lawmakers.

Threats of enforcement of existing laws against Internet gambling, even

&
though not completely successful in all venues, have undoubtedly curtailed
the industry’s growth online, as well as the behavior of industry actors. For
example, a recent convention of online casino operators chose to meet in
Toronto rather than in the United States, based on fears about arrest if they
entered the United States.'?’ The controversial efforts to seize cash from oth-
erwise legitimate enterprises engaged in advertising will also get the atten-
tion of liability-conscious executives, making it more difficult for the indus-
try to promote itself via traditional advertising media. However, patrons have
still managed to find Internet businesses and to gamble. Reports of the recent
public stock offering by PartyGaming PL.C, a Gibraltar-based firm that has
studiously avoided legal contacts with the United States, indicate that 90 per-

121

cent of its $600 million in annual revenues come from American gamblers.

g

Though law enforcement may send symbolic messages to this industry,
the Internet is clearly not within its complete control. Internet garnbh’ng
will remain an alternative outlet to those who choose to evade 1‘egulatory

efforts in land-based casinos. This frontier will be hard to tame.



11. Tribal Gaming

In&ian tribes occupy an unusual legal status in our federal system. On one
hand, tribes possess a limited sovereignty consistent with their status as “do-
mestic dependent nations.”! This limited sovereignty means that tribal gov-
ernments have some inherent powers, including powers of self-government,
which are akin to those of a separate government em:ity.2 This status serves
as a barrier to state and local governmental interference with many aspects
of tribal government. For example, states may not tax Indian lands, and the
jurisdictional reach of their criminal and regulatory laws is constrained by
principles of tribal sovereignty and self-governance.

On the other hand, their dependent status makes Indian tribes subject to
the federal government’s power, without particular representation in that
government as allowed to the states. Congress’s power over Indian affairs
has been characterized as “plenary and exclusive,” and this power is rooted
primarily in the Indian Commerce Clause of the ULS. Constitution.® The
Treaty Clause technically grants authority to the executive branch, but it has
also been viewed as a source of legislative power in this area.” Congress in
1871 authorized no further treaties with Indian tribes, but already extant
treaties were not affected by this rule. Thus some matters of tribal gover-
nance fall under the authority of treaty obligations rather than other federal
statutes.’

The policies of the federal government toward the Indian tribes have vac-

illated over time. As the Supreme Court recently explained,

Congress has in fact authorized at different times very different Indian

(»)—' ~ ~ =
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quences). Congressional policy, for example, initially favored “Indian re-

pol:icies (some with beneficial results but many with tra
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moval,” then “assimilation” and the break-up of tribal lands, then protec-
tion of the tribal land base (interrupted by a movement toward greater
state involvement and “termination” of recognized tribes); and it now
seeks greater tribal autonomy within the framework of a “government-

to-government reiationsﬁhip” with federal agencies.b

Tribes have not always benefited from their treatment at the hands of the
federal government. Many of them have effectively disbanded, as their ability
to pass on their cultural traditions and to maintain a sustainable economic
way of life has been jeopardized by the encroachment of modern cultural and
economic practices. However, some of the tribes that have survived have
seized upon the popular interest in gambling as a means to provide economic
development. Some tribes have been able to parlay their unique legal status
into a preferred position in the gaming marketplace, where they have suc-
cessfully attracted non-Indian patrons and their financial resources.

This path toward gambling put tribal governments on a collision course
with the states in which tribal lands are located. Despite the fact that states
had traditionally exercised authority over the legal status of gambling within
their borders, tribes contended that gambling activities fell within the realm
preserved for tribal sovereignty. Efforts of the Department of the Interior
to bolster tribal self-determination and government through gaming fueled
this conflict with the states, and the Supreme Court took up this issue in the
seminal case of California v. Cabazon Band of Mission Indians.”

In Cabazon Band, Indian tribes with reservations in Riverside County, Cal-
ifornia, sought a declaratory judgment to the effect that neither state nor
county government had any authority to enforce its gambling laws on reser-
vation lands. The tribes had been offering card games and high-stakes bingo
primarﬂy to non-Indian patrons from su_rrounding communities who came
to the reservation to gamble. The tribes had conducted these games pur-
suant to an ordinance approved by the secretary of the interior, which
granted authority to operate the games and to use the revenues generated
from them to improve the health, education, and welfare of tribal members.
The games provided the sole source of income for the tribes, and they pro-
vided the major source of tribal employment.

The state of California and Riverside County intervened for the purpose

of asserting that the tribes’ practices violated state and local laws. Bingo was
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allowed in California, but it was limited to the context of charitable gaming.
Among other things, California law required that operators of charitable
bingo games must limit the stakes to $250 and that those operating the
games must be unpaid workers. The tribes failed to comply with either of
these requirements, and they challenged the state’s power to impose them
on games conducted on their reservations.

California’s authority over criminal acts committed on the reservation
was rooted in a specific grant from Congress, which extended criminal ju-
risdiction to offenses committed by or against Indians within all Indian
country within the state.® However, Congress had not granted general civil
regulatory authority over matters on Indian lands.” The character of the ap-
plicable state laws affecting gambling was thus at the heart of this litigation:
Was the state seeking to enforce a criminal proscription (appropriate), or
was it seeking to enforce civil regulatory provisions (not appropriate)?
Drawing a bright line between these two categories is difficult, as enforce-
ment of civil regulations might well involve a threat of criminal prosecution.

The Court’s analysis ultimately focused on whether the rules are pro-

hibitory or regulatory in nature—a balancing determination with somewhat
mystical dimensions. On one hand, California limited bingo games to char-
itable operations; it had banned commercial gambling operations, in part
because of concerns about attracting organized crime. 0Tt also imposed lim-
its on the prizes, which the tribes did not do.

On the other hand, California had also allowed gambling in other forms,
including horse racing and card games, and it promoted gambling through its
own state lottery. Bingo games were open to the public. California law im-
posed no express limit on the number of games that could be played or the
amount that a participant could spend.1 "This general policy toward allowing
and even promoting gambling apparently influenced the Court’s decision
that the law at issue was regulatory and thus not applicable in the tribal con-
text. mT‘hough high-stakes bingo may well attract organized crime, such mat-
ters were left to the province of federal prosecution under the Organized
Crime Control Act."® However, the Court suggested that this concern was
more theoretical than actual, as it noted the absence of a single federal pros-
ecution connected with more than one hundred Indian bingo operations at
that time. '

Rather than prosecuting gaming operations, the federal government had



215 Tribal Gaming
been encouraging them. President Reagan stated in 1983, “It is important
to the concept of self-government that tribes reduce their dependence on
federal funds by providing a greater percentage to the cost of their self-gov-
ernment.”” The Department of the Interior had chosen gambling as a
means of fostering employment and economic development within the
tribes, and allowing state regulation would effectively hinder this impor-
tant federal policy. o

The result in Cabazon Band caused considerable consternation in states
with Indian lands. The Court’s analysis greatly expanded the likelihood that
tribal gambling operations could be developed without regard to competing
economic and regulatory considerations of the states. On the economic side,
the expansion of tribal gambling undoubtedly competes with state-spon-
sored gaming activities, which generate revenues for the public fisc. Under
generally applicable principles of state taxation, Indian gaming would not
generate those tax revenues.'’ Further, absent a framework for federal reg-
ulation of Indian gaming, legitimate concerns may also be raised about the
involvement of criminal elements in this cash-oriented business. '®

Protective interests of the state may also be presented: though gaming
may well help to achieve federal goals in fostering economic development
for tribes without other significant natural resources, this policy choice
would also affect non-Indians, who are likely to be the primary patrons of

those gambling establishments. As the dissent in Cabazon Band pointed out:

[The tribes] and the Secretary of the Interior may well be correct, in the
abstract, that gambling facilities are a sensible way to generate revenues
that are badly needed by reservation Indians. But the decision to adopt,
to reject, or to define the precise contours of such a course of action, and
thereby to set aside the substantial public policy concerns of a sovereign
State, should be made by the Congress of the United States. It should not
be made by this Court, by the temporary occupant of the Office of the
Secretary of the Interior, or by non-Indian entrepreneurs who are ex-
perts in gambling management but not necessarily dedicated to serving

the future Weﬂ«being of Indian tribes. "’

Congress soon weighed in on these issues 'by enacting the Indian Gaming
Regulatory Act (IGRA) of 1988. The IGRA addresses the extent to which

the goals of tribal self-determination and self—sufﬁciency thmugh Indian
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gaming should be balanced against state interests affecting the availability of
gambling within their borders. Its stable legal foundation for tribal gambling
has been responsible for considerable growth in tribal casino operations, in-
cluding the applications of numerous groups to reestablish their tribal status

in order to proﬁt from offering casino gambl,ing services.
OVERVIEW OF THE IGRA
The stated purposes of the IGRA, as set forth in the act itself, are as follows:

(1) to provide a statutory basis for the operation of gaming by Indian
tribes as a means of promoting tribal economic development, self-
sufficiency, and strong tribal government;

(2) to provide a statutory basis for the regulation of gaming by an Indian
tribe adequate to shield it from organized crime and other corrupt-
ing influences, to ensure that the Indian tribe is the primary benefi-
ciary of the gaming operation, and to assure that gaming is con-
ducted fairly and honestly by the operator and the players; and

(3) to declare that the establishment of independent regulatory author-
ity for gaming on Indian lands, the establishment of Federal stan-
dards for gaming on Indian lands, and the establishment of a National
Indian Gaming Commission are necessary to meet congressional

g and to protect such gaming as a means of

20

~ N~ [ P T 3 o 3
concerns I'Lbal dlng bamm

generating tribal revenue.

Toward these ends, the IGRA establishes a regulatory structure that is
based on three different categories of gaming activity. Class I gaming is ex-
clusively within the jurisdiction of the Indian tribe.?! This category includes
“social games solely for prizes of minimal value or traditional forms of In-

dian gaming engaged in by individuals as a part of, or in connection with,

commercial profit, and they would be unlikely to affect any competing state
interests.

Class II gaming is subject to oversight by the National Indian Gaming
Commission. This category includes games such as bingo and certain card
games that are otherwise allowed by the state.”? Slot machines are specifi-
cally excluded from Class II games,24 Class I games can be economically sig-

nificant, and they may only be carried on within states that permit such
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ganization or (;‘,nt,ity.”‘S Tt

state that adopts a pubhc po]icy pro]’libiting gambiing a]together may etfec-

gaming “for any purpose by any person, or s, a
tively enforce that policy on Indian lands within the state. However, a state
that offers gaming privileges to others may not deny that privilege to tribes
within its borders. This provision thus reflects an attempt to accommodate
legitimate state concerns about the effects of gambling on its citizens while
preventing discrimination against Indian operations.

Class Il gaming operations require the approval of the chairman of the
National Indian Gaming Commission, which is subject to several important
conditions.’® One of these conditions requires that the construction, main-
tenance, and operation of the gaming facility must adequately protect the
environment and public health and safety. Although the tribe must comply
with federal environmental laws, compliance with state or local building and
safety codes is not necessarily required.

This application of local zoning or building codes was recently litigated
in Cayuga Indian Nation of NewYork v.Village of Union Springs.ﬂ In 2004, a fed-
eral district court held that a tribe’s construction of a gambling facility on
reservation lands it had recently acquired from non-Indians was not subject
to state or local zoning or building codes. The fact that non-Indians would
be the primary patrons of the facility did not change this result. Thus, based
on this decision, the particular parameters for satistying the standard of pub-
lic health and safety appear to be within the discretion of the tribe, subject
to oversight by federal officials. However, late in 2005 this result was over-
turned on the basis of the U.S. Supreme Court’s decision in City of Sherrill v.
Oneida Nation,?® which rejected the proposition that acquisition of land by a
tribe restored aboriginal title and thus tribal sovereignty as a protection
from local regulation. On the authority of City of Sherrill, the district court
removed an injunction barring enforcement of zoning and building codes on

9

the affected property.z’ Nevertheless, the application of zoning rules or

g
building codes on historical reservation property would continue to present
issues not resolved by this decision.

The rest of these conditions imposed on Class I gaming operations are de-
signed to ensure the financial integrity of the operation and to safeguard ben-
efits to tribal members. The Indian tribe must have the sole proprietary in-
terest in the activity, or it must contract with a service provider that will

meet simiiarly stringent opera.’iional standards. The net revenues from tribal
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gaming must be used for specified purposes, which include funding tribal
government operations or programs, supporting the general welfare of the
tribe and its members, promoting economic development, donating to char-
ities, and supporting operations of local government agencies,m

The tribal operation is also subject to annual audits, which must extend
to all contracts for supplies, services (other than legal or accounting), or
concessions involving contract amounts in excess of twenty-five thousand
dollars. These audits must be provided to the commission. In addition, the
commission is empowered to engage in continuous monitoring, inspection,
and oversight of the tribal opercr,u;ii(m,31 Such financial oversight presumably
addresses concerns about corruption and other criminal activities being
funded with gaming revenues.

Along these same lines, the tribe must provide a monitoring system that
ensures that background investigations are conducted on management and
key employees of the gaming operation. These employees must meet licens-
ing standards that ensure that “any person whose prior activities, criminal
record, if any, or reputation, habits and associations pose a threat to the pub-
lic interest or to the effective regulation of gaming, or create or enhance the
dangers of unsuitable, unfair, or illegal practices and methods and activities
in the conduct of gaming shall not be eligible for emp}oyment.”} 2

The act recognizes the potential for these operations to generate suffi-
cient income to the tribe that may even allow for per capita distributions of
profits to tribal members. >’ However, such distributions may only be made
if the commission is satisfied that the tribe has an adequate plan to support
tribal government and economic development and that such plan has been
adequately funded.** Moreover, the act expressly states that such distribu-
tions are subject to federal income taxation in the hands of the recipients.%

'Though Class Il gam‘in g is subject to active mon‘itoring and inspection by
the National Indian Gaming Commission, the act also provides a means for
tribes to minimize the commission’s involvement and to engage in self-
regulation. Tribes that have engaged in continuous operations of a Class II
facility for at least one year may petition for the right of self-regulation.
Such a petition requires showing that the tribe essentially has a clean record
of operating fairly and honestly, that it has adequate systems for financial
and operational integrity, and that it is fiscally sound. 36

If the petition is granted, the tribal operation is still subject to the annual
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auditing requirement and must submit the results of such an audit to the
commission. However, the tribe is otherwise exempt from the active inter-

vention by the commission. In this way, the act provides a means for greater

£
independence and self-government of the tribe with regard to gaming op-
erations, while at the same time providing a limited means for the commis-
sion to identify and address problems through the annual audit.

The third category of gaming under the IGRA-—Class [II-—encompasses
all other forms of gambling not included in Classes I or 11.3” Thus, the tradi-
tional casino table games and slot machines—which are among the most lu-
crative forms of gambling available——are within this class. Not only are these
activities economically significant, but they also present some of the greatest
regulatory challenges. 38

Much like Class II gaming, Class Il gaming requires a tribal ordinance
within a state that “permits such gaming for any purpose by any person, or-

»39

ganization, or entity.” However, it also requires a tribal-state compact,

which must be negotiated with the state and approved by the secretary of

40

the interior.”™ The compact provisions may include the following subjects:

(i)  the application of the criminal and civil laws and regulations of the
Indian tribe or the State that are directly related to, and necessary
for, the licensing and regulation of such activity;

o L P

(ii) the allocation of criminal and civil jurisdiction between the State
and the Indian tribe necessary for the enforcement of such laws and
regulations;

(iii) the assessment by the State of such activities in such amounts as are
necessary to defray the costs of regulating such activity;

(iv) taxation by the Indian tribe of such activity in amounts comparable
to amounts assessed by the State for comparable activities;

(v) remedies for breach of contract;

(vi) standards for the operation of such activity and maintenance of the
gaming facility, including licensing; and

(vii) any other subjects that are directly related to the operation of gam-

ing activities.*!

Thus, the IGRA gives considerable latitude to state governments in the ne-
gotiation of regulatory limits on gambling. For example, Arizona’s model

compact contains limits on the financial services available in gaming facilities,
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including restricting the location of ATM machines near gaming devices, pro-
hibiting acceptance of electronic benefit transter cards from welfare programs,
and prohibiting the extension of credit by the casino.*? Guidance about such
matters as notices for persons with problem gambling, prohibitions on adver-
tising aimed at minors, and self-exclusion programs for problem gamblers is
also part of the compact process in Arizona.*’ States that prohibit certain types
of Class IIl games may also extend those prohibitions to the tribal casino and
may thus refuse to negotiate on such matters. ™ However, the fact that the state
restricts Class Il games to charitable purposes, even though embedded as a
constitutional restriction, has been ruled an insufficient basis for restricting
tribal gaming pursuant to a compact with the state.®

Though the states may negotiate over regulation of Class III gaming, it is
significant to note that the IGRA provisions delineating the content of tribal-
state compacts impose limits on taxes and fees that may be imposed on
the sponsoring tribes. States may lawfully negotiate for financial assessments
against the tribes, but paragraph (iii) permits this only “in such amounts as are
necessary to defray the costs of regulating such activity.” Paragraph (iv) allows
taxation “by” the Indian tribe, but it does not permit taxation “of” the Indian
tribe. This taxin

g issue is sign:iﬁcant and merits further discussion.

TAXES AND TRIBAL CASINOS

State taxing power over tribes has long been subject to significant restraints,
which protect the tribes from incursions by competing state and local gov-
ernment powers. Tribal members have been held to be exempt from state
taxation on their income or property so long as it is sufficiently connected
to reservation lands.*® Limited incursions of this exemption from state tax-
ation have been permitted at the pleasure of Congress. As the Supreme

Court has stated:

In keeping with its plenary authority over Indian affairs, Congress can au-
thorize the imposition of state taxes on Indian tribes and individual Indi-
ans. It has not done so often, and the Court consistently has held that it
will find the Indians’ exemption from state taxes lifted only when Con-

gress has made its intention to do so unmistakably clear.¥’

However, the Court has also recently imposed a limit on the property tax ex-

emption associated with tribal lands when those lands were brought into the
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reservation through pu1“<::hase.48 This decision struck a balance in favor of the
state and local tax base, as well as regulatory requirements applicable to ac-
tivities on such lands, when such lands had been subject to state and local
government sovereignty prior to acquisition. However, it does not speak to
the issue of gaming taxes, which are highly significant for casino operations.

- - L.
The IGRA is quite clear on the point that compacts are not to be used as

a means of expanding the taxing powers of state and local government:

Except for any assessments that may be agreed to under paragraph
(3)(C)(iii) of this subsection, nothing in this section shall be interpreted
as conferring upon a State or any of its political subdivisions authority to
impose any tax, fee, charge, or other assessment upon an Indian tribe or
upon any other person or entity authorized by an Indian tribe to engage
in a class Il activity. No State may refuse to enter into the [compact] ne-
gotiations . . . based upon the lack of authority in such State, or its polit-

N N . Q
ical subdivisions, to impose such a tax, fee, charge, or other assessment. "

Elsewhere, the IGRA also provides that an attempt to impose any direct
taxes on the tribe would be considered evidence of bad faith on the part of
the state.””

Nevertheless, several states have obtained payments from tribes that ap-
pear to circumvent these provisions. Instead of Characterizing these payments
as taxes, they are treated as fees in exchange for the state’s grant of exclusive
rights to offer Class IIl gaming activities. Thus, to the extent that a state has
sufficient tribal interests in operating casino facilities, it can effectively reap
economic benefits for the state treasury by granting exclusive rights. This
same opportunity is not available to states with both commercial and tribal
facilities, as the state tax limitations will ordinarily apply in that situation.

California is one state in which an exclusive right is granted for tribal
gambling. The preamble to the model compact adopted in California states

in part:

The exclusive rights that Indian tribes in California, including the Tribe,
will enjoy under this Compact create a unique opportunity for the Tribe
to operate its Gaming Facility in an economic environment {ree of com-
petition from the Class Il gaming referred to in Section 4.0 of this Com-

pact on non-Indian lands in California. The parties are mindful that this
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unique environment is of great economic value to the Tribe and the fact
that income from Gaming Devices represents a substantial portion of the
tribes’ gaming revenues. In consideration for the exclusive rights enjoyed
by the tribes, and in further consideration for the State’s willingness to
enter into this Compact, the tribes have agreed to provide to the State,
on a sovereign-to-sovereign basis, a portion of its revenue from Gaming

Devices.”!

Under the California system, payments from tribal operations include
both license fees and an assessment based on a stated percentage of net gam-
ing revenues. License fees from gaming devices, which begin at $900 per de-
vice for 351 licensed devices per operation and increase to as much as $4,350
per device for operations with 1,251-2,000 licensed devices, are paid into a
Revenue Sharing Trust Fund.” This fund is used to distribute revenues from
gaming tribes to other tribes without gaming operations. Its progressive
structure ensures that those tribes that are the most successful at gaming op-
erations bear more of the burden for supporting other tribes that may lack a
suitable geographic location to profit from a gaming operatio«n.53

In addition, a percentage of the “net win” from establishments with more
than 200 gaming devices is also paid over to a Special Distribution Fund.

This percentage also reflects a progr@ssive rate structure:

Terminals Percentage
First 200 0%

Next 300 7%

Next 500 10%

Over 1,000 13%*

This Special Distribution Fund is subject to appropriations by the legislature
for various purposes, including gambling addiction programs, grants to state
and local government agencies affected by tribal gambling, regulatory costs,
and “any other purposes specified by the Legis}ature.”SS

Arizona’s model compact for tribal gaming similarly extracts a tribal con-
tribution to the state in exchange for exclusivity rights. Its model compact

provides as follows:

In consideration for the substantial exclusivity covenants by the State . . .

the Tribe shall contribute for the benefit of the pubhc a percentage of the
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Tribe’s Class Il Net Win for each fiscal year of the Gaming Facility Op-
erator as follows:
(1) One percent (1%) of the first twenty-five million dollars
($25,000,000.00);
(2) Three percent (3%) of the next fifty million dollars
($50,000,000.00);
(3) Six percent (6%) of the next twenty-five million dollars
($25,000,000.00); and
(4) Eight percent (8%) of Class Ill Net Win in excess of one hundred
million dollars ($100,000,000.00).°¢

In the event that those exclusive rights are abrogated, the tribal contribution
is substantially reduced, presumably to comply with the IGRA provisions
limiting the state’s taxing powers. *7 Of these total funds, 88 percent are al-
located to the Arizona Benefits Fund, which is used to cover regulatory
costs, problem gambling programs, education, trauma and emergency ser-
vices, wildlife conservation, and tourism.’® The other 12 percent of the
funds are allocated to a separate fund that is used to help cities, towns, and
counties fund “government services that benefit the general public, includ-
ing public safety, mitigation of impacts of gaming, and promotion of com-
merce and economic developnlent.”59

Connecticut, home to the world’s largest casino, has also granted exclu-
sive rights to tribal operations, for which it extracts a payment of 25 percent
of gross slot machine revenues from casinos operated on Indian lands by two
tribes, the Mashantucket Pequot and the M()hegan‘@ This amount increases
to 30 percent of gross revenues in the event that the total contribution from
cach of the two tribes falls below $80 million.®! The tribes’ “memorandum
of understanding” with the state ensures that the obligation to make these
payments to the state ends if the exclusive right is terminated by state law. 2
Revenues from tribal gaming are part of the state’s general fund and are thus
not subject to targeted spending 1’@quiremen'f,s.63

Michigan had initially assessed additional fees against tribal operations,
but it was forced to stop collecting those fees when commercial casinos ob-
tained the right to offer gaming services in Detroit.®* Pursuant to a compact
with the state, the tribes were obligated to pay over 8 percent of their net

win from electronic casino games as long as they held the “exclusive right to
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operate” those kinds of games in the state. Subsequent to that compact, the
people of Michigan passed an initiative known as the Michigan Gaming Con-
trol and Revenue Act, which authorized up to three casino licenses in De-
troit. The Sixth Circuit concluded that the exclusivity condition would end
when a license was issued to a nontribal holder by the Michigan Gaming
Control Board.®

Some commentators have argued that the payments to states in exchange
tor exclusive gambling rights are inconsistent with the IGRA.®® However,
the Ninth Circuit has recently upheld the California provisions in a tribal
challenge that they were inconsistent with the IGRA. In a case entitled In re
Indian Gaming Cases, 7 the tribe alleged that the financial assessments in the
California compact violated the terms of the IGRA and showed a lack of
good faith on the part of the state.

The tribe alleged that the Revenue Sharing Trust Fund, which was used
to share revenues with n(;mgaming tribes, constituted an unlawful tax that
went beyond the scope of “assessments” allowed to defray the cost of regu-
lating tribal gaming.ég However, the Ninth Circuit rejected this claim, find-
ing instead that the Revenue Sharing Trust Fund advances the congressional
goals in the IGRA by “creating a mechanism whereby all of California’s
tribes——not just those fortunate enough to have land located in populous or
accessible areas-——can benefit from Class Il gaming activities in the State.”®?
Even if the fund contributions were “demanded” (as opposed to negotiated),
and even if it was considered a “direct tax” on the tribes, the court was not
concerned about this type of tax. According to the court, the IGRA does not
convert any attempt to tax into conclusive proof of a lack of good faith: “the
good faith inquiry is nuanced and fact-specific, and is not amenable to
bright-line rules.”’®The fact that the fund actually originated in a tribal pro-
posal and that it was adopted by all other tribes was also helpful in support-
ing its validity.

As for the Special Distribution Fund, the court had no trouble in finding
that “all of the purposes to which money can be put are directly related to
tribal gaming,”” Even the fact that distributions could be made “for any
other purposes specified by the legislature” was thought to be limited by the
interpretational principle of ejusdem generis, meaning that it is limited to sim-
ilar gambling-related purposes as set forth in the other examples of appro-
priate spending tar(gets.“’v2 The fact that the state gave the tribe exclusivity
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rights bolstered the court’s view that these kinds of payments were not con-
trary to the IGRA: “We do not find it inimical to the purpose or design of
the IGRA for the State, under these circumstances, to ask for a reasonable

share of tribal gaming revenues for the specific purposes identified in the

g
SDF provishm.”73 Unlike a situation where the state was using tax assess-
ments to protect other gaming enterprises from competition by tribal casi-
nos, here the state was granting a valuable exclusive right to operate free
from other market forces.” Apparently, the court viewed some compensa-
tion for this right to be an appropriate action by the state, which was distin-
guishable from a more generalized exaction in the form of a tax assessment.

This case indicates that compacts may effectively impose payment obliga-
tions that look like taxes on the tribal operations, despite the strong lan-
guage against taxation in the IGRA. However, the peculiar context of this
case merits some caution before extending its result to all exclusivity
arrangements. First, this case involved a single tribe’s complaint about a
compact system that approximately sixty other tribes had accepted. The po-
tential to upset the entire regulatory structure affecting such a diverse group
of tribal, state, and local government actors undoubtedly weighed heavily on
the side of sustaining these practices, particularly when the vast majority of
tribes had no objection to the practice.

Second, the California funds had limited purposes that closely related to
ensuring tribal welfare and ameliorating ancillary negative effects of casino

operations. As the court pointed out, the California compact

differs in this respect from the revenue sharing provisions found in Tribal
State compacts entered into by the States of Connecticut, New Mexico,
and New York, for example. In those states, revenue derived from tribal
gaming goes into the States’ general funds. The legality of such compacts

is not before us, and we intimate no view on the question.’ >

The fact that a state does not specifically earmark funds obtained from tribal
gaming sources should not be dispositive of the validity of such assessments,
but this case leaves open the possibility of a different result.

The constraint of state taxing powers raises some interesting political is-
sues, which will need to be resolved in the near future. Non-Indian citizens
have often been supportive of Indian gaming, in part because they want the

option to participate in gaming activities that might otherwise be unavailable
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to them. For example, in both Arizona and California, Indian tribes have
used public initiatives to legalize Indian gaming, which might otherwise not

have occurred if the matter was left in the hands of their government offi-

£
cials. Local opposition based on concerns about spillover effects of casino
operations on a local neighborhood is typically insufficient to impact gam-
bling policy at the state level, where the enabling compacts are made. Tribal
gaming operations have also grown in their political influence, as they have
considerable resources to distribute in favor of candidates who will support
their businesses.’®

However, opposition to Indian gaming may be growing. The tax-favored
status of tribal gaming operations played an important role in the 2003 Cal-
ifornia gubernatorial recall election. One journalist recounted the following

ad sponsored by Arnold Schwarzenegger’s campaign:

“Their casinos make billions, yet they pay no taxes and virtually nothing to
the state,” pronounced Arnold Schwarzenegger in one of his campaign ads.
“It’s time the Indians pay their fair share. All the other major candidates take

their money and pander to them.” He stares into the camera. He shakes his

77

head slowly back and forth. He squints hard. “I don’t piay that game"’

Despite tribal g.‘;fts of $8.2 million to his Democratic opponent, Lieutenant
Governor Cruz Bustamonte, and $2.5 million to his competing Republican
candidate, Tom McClintock, Schwarzenegger ultimately triumphed. It re-
mains to be seen whether he will be successful in renegotiating the financial
terms in which tribes are allowed to carry on Class Il gaming to make them
more favorable to the State.

Although California’s fiscal crisis may be easing, there are other reasons
to support a modification of the tax burdens imposed on Indian casinos.
State and local governments are likely to incur ancillary social costs associ-
ated with casino operations that will exceed the direct costs of regulation al-
lowed to be recovered under the IGRA. Tt is arguably appropriate to require
casino operations to internalize those costs through payments to state and
local governments. States with exclusivity agreements can address these is-
sues indirectly through requiring revenue-sharing provisions in their com-
pacts. However, states without exclusivity arrangements lack this option, as
they are subject to the more stringent tax prohibitions of the IGRA.

States that 1egaﬁze casino gambling for commercial enterprises are thus
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disadvantaged in their dealings with tribal operations. To the extent that pa-
trons substitute play in a tribal operation instead of a commercial casino,
revenues from direct taxes imposed on commercial casinos are lost. More-
over, enhancements to the state and local tax base from adding commercial
casinos are largely unavailable for tribal casinos.”® Their effective exemption
from direct taxes on net gaming receipts, property taxes on facilities, and
sales taxes on food and beverage operations clearly limits any tax contribu-
tion to the local community.

Tribal gaming operations may nevertheless generate some benefits for
the local economy. For example, casinos may provide employment oppor-
tunities for non-Indians. They may also purchase goods and services from
local businesses. However, these benefits may be offset by displacements in
spending on local establishments, as local patrons spend their money in the
casino instead of in other local businesses. Although it is difficult to gauge
the magnitude of these competing economic flows, the disadvantage for
local governments on the tax side of the ledger as compared with a similar
commercial casino operation is quite clear.”

The tribal advantage inherent in this arrangement was an intentional fea-
ture of the IGRA. It was originally designed as an indirect means of deliver-
ing economic benefits to a group that has historically suffered from poverty
and unemployment. However, generalizations about Indian tribes, as well as
other ethnic or racial groups, can be hazardous.

Tribal membership is not limited to the poor and unemployed, and that
remains true after a tribe is granted the valuable right to open a casino. For
example, the Cabazon band in California, which initiated the Supreme Court
case that is credited with generating the IGRA, has only fifty members, yet
it operates a casino facility that attracts 1.5 million visitors annually and con-
tains nearly two thousand slot machines.®’ Similarly, the Chippewa tribe of
Michigan is reported to hold a portfolio of $1.2 billion, giving each tribal
member a net worth of more than $400,000. Adult tribal members receive
$52,000 per year and children receive $13,000 per year from casino profits,
without a requirement for meaningful work or participation in the enter-
prise.82 Although these tribes may once have needed support in addressing
poverty and unemployment, it is difficult to argue that a continuing eco-
nomic advantage in a regulated industry is still needed in this case.

Aggregate tribal benefits from gaming are not necessarﬂy transmitted to
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individual members of a tribe. Only about one-fourth of tribes engage in
some form of per capita payments to tribal members. 8The rest of the tribes
purport to devote their revenues to services for tribal members, economic
and community development, and charitable purposes. Questions have been
raised about the effectiveness of tribal governance and disclosure concern-
ing how gaming revenues are spent. A series of articles in the Detroit News in
2001 covered disputes that arose in the Sault Ste. Marie Chippewa tribe over
the management of tribal wealth generated from its casino (.)per’aticms.84L
Tribal sovereignty means that tribal remedies may not meet the expecta-
tions of those who are accustomed to the political structures, due process,
and legal remedies accessible outside the tribal context.

Efforts to share the benefits reaped from casino gaming with nongaming
tribes, such as the California system discussed previously, have been quite
limited in scope. Poverty and unemployment continue to be a problem in
Indian communities, and many of them continue to be left out of the bo-
nanza granted through Indian gaming. Most have no real opportunities to
benefit from gambling because their geographic location gives them no ac-
cess to a sufficient market of non-Indian patrons. Creating the prospects of
extraordinary wealth for a few well-placed tribes through government-im-
posed advantages makes for dubious policy, which is likely to be reexamined

if gambling continues to proiiferate.

ENFORCING THE COMPACT PROCESS:
PROBLEMS OF STATE SOVEREIGN IMMUNITY

The compact requirement in the IGRA provides a somewhat unusual approach
toward resolving some of the practical and political problems involved in of-
fering Class Il gaming. Courts have described the compact approach as being
rooted in the need for an appropriate regulatory system for Class Il gambling;
the absence of federal or tribal regulatory systems requires reliance on state
models.?” Since Class 1II games may only be held on tribal lands within states

that have 1egahzed those

games, and then only to the extent that particular

games are legal, the state would be expected to have regulatory systems in

place for such games. However, it should be noted that the IGRA does not rule

out the prospect of concurrent regulation by the tribes, provided that it is not

inconsistent with or less stringent than the state regulatory 1"(—‘,quirement:s,86
The compact approach potentially has desirable political effects, to the
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extent that it requires a dialogue between the state and the tribe. Some have
referred to this as an example of “cooperative federalism,” to the extent that
competing interests of federal, state, and tribal governments can be ad-
dressed through the compact.” In theory, this might produce amicable and
effective solutions to problems presented by locating a tribal casino within
the state. However, such solutions depend on good faith cooperation; human
beings do not always behave that way, particularly when something as com-
plex and controversial as gambling is involved.

The IGRA anticipates that tribal and state authorities may not reach agree-
ment, and it provides for federal court jurisdiction over disputes initiated by
the Indian tribes arising from a failure to enter into compact negotiations or
to conduct negotiations in good faith.®® However, these provisions have only
limited effectiveness because the Supreme Court has held that Congress was
not empowered to abr()gate the Sovereign immun:ity that the states enjoy in
this context under the Fleventh Amendment.®” Thus, a state may raise sover-
eign immunity as a defense against an action initiated by a tribe, thus bypass-
ing the federal court’s authority as a mechanism for enforcement.

In light of this legal development, the secretary of the interior promul-
gated regulations that deal with the possibility that a state may elect not to
negotiate a compact and assert sovereign immunity in federal court.” The

reguiations state the foﬂowing process:

An Indian tribe may ask the Secretary to issue Class Il gaming proce-
dures when the following steps have taken place:

(a) The Indian tribe submitted a written request to the State to enter
into negotiations to establish aTribal-State compact governing the
conduct of Class IIl gaming activities;

(b) The State and the Indian tribe failed to negotiate a compact 180
days after the State received the Indian tribe’s request;

(¢) The Indian tribe initiated a cause of action in Federal district
court against the State alleging that the State did not respond, or
did not respond in good faith, to the request of the Indian tribe to
negotiate such a compact;

(d) The State raised an Eleventh Amendment defense to the tribal ac-
tion; and

(¢) The Federal district court dismissed the action due to the State’s

sovereign immunity under the Eleventh Amendment.”’
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If a state raises sovereign immunity as a bar to litigation, these regulations
provide a means for tribes to go directly to the secretary to seek permission
regarding Class Il gambling, The secretary must request a proposal from the
state and may order mediation if the parties cannot reach agreement on
which proposal to a,ccept.(}?“ The secretary may ultimately cither adopt the
mediator’s proposal or provide his or her own procedures consistent with
the IGRA for Class Il gaming to go forward.”® This process has recently
been invoked by the Kickapoo Traditional Tribe of Texas, but the state of
Texas initiated litigation to block it, which was ultimately unsuccessful.”*
It should be noted that tribes have sometimes chosen to act without a
compact in place. For example, in California, a number of tribes had de-
cided to engage in Class Il gaming without a compact; then-Governor Wil-
son refused to negotiate for a compact until the tribes ceased these opera-
tions. As one court noted, “Because IGRA grants the federal government
exclusive jurisdiction to prosecute any violations of State gambling laws in
Indian country, the State’s refusal to engage in negotiations was one of the
few forms of leverage it possessed to force tribes to comply with IGRA’s
compacting requirement.”% In Nebraska, which had not authorized Class I11
gaming, federal officials also had to intervene to enjoin tribal operations that
violated state law and occurred outside of the IGRA provisions.% States and

the tribes thus share a dependency on federal officials in this area.
THE SCOPE OF “INDIAN LANDS”

Indian gaming g@verned by the IGRA is restricted to that conducted on “In-

. 8} .
dian lands,”” a term that includes

(A) all lands within the limits of any Indian reservation; and
(B) any lands title to which is either held in trust by the United States
for the benefit of any Indian tribe or individual or held by any Indian
tribe or individual subject to restriction by the United States against
alienation and over which an Indian tribe exercises governmental
power:%
The parameters of these Indian lands are somewhat malleable to the extent
that a tribe may acquire new lands that are held in trust for its benefit. The
IGRA contemplates this possibility, and it imposes significant limits on the

extension of gaming to trust lands acquired after October 17, 1988.
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The Eegislative history speaks to the scope of tribal lands as follows:

Gaming on newly acquired tribal lands outside of reservations is not gen-
erally permitted unless the Secretary determines that gaming would be in
the tribe’s best interest and would not be detrimental to the local commu-

. . . - . . . 9
nity and the Governor of the affected State concurs in that determination.”

gned to protect the interests of local commu-

nities that could be affected by the construction of a casino facility, those

Altho*u_gh these limits are desi

protections have sometimes proved illusory.

New trust lands eligible for gaming are generally limited to parcels meet-
ing certain requirements. For tribes with existing reservations, the IGRA
provides that gaming could be conducted on newly acquired trust lands
within or contiguous to the boundaries of that reservation. % This permits
a limited geographical expansion of the country in which gaming is permit-
ted, but such expansion is anchored to the locus of the reservation. Thus,
this provision would generally prevent a tribe occupying a remote, rural
reservation from reaching an urban population center conducive to sup-
porting a gaming operation.

For tribes with no reservation lands as of October 17, 1988, a different
rule was provided, depending on the location of the trust lands acquired for
their benefit. If the land was acquired in Oklahoma, gaming would be per-
mitted if that land was within the tribe’s former reservation or contiguous
to other land held in trust for the tribe.'%! If the land was outside of Okla-
homa, gaming would be allowed on lands within the boundaries of the
tribe’s “last recognized reservation within the State or States within which
such Indian tribe is presently located.”'% These rules similarly constrict the
possibility of expanding gaming by tribes that do not have a reservation but
wish to participate in a casino operation.

The IGRA nevertheless contains some exceptions to these restrictive
rules to accommodate the potential for Indian gaming on other trust lands.
The secretary of the interior is given discretion to allow Indian gaming if

these conditions are met:

the Secretary, after consultation with the Indian tribe and appropriate
State and local officials, including officials of other nearby Indian tribes,

determines that a gaming establishment on newly acquired lands would
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be in the best interest of the Indian tribe and its members, and would not
be detrimental to the surrounding community, but only if the Governor
of the State in which the gaming activity is to be conducted concurs in

- ° 2
the Secretary’s determination.'®

This provision is designed to provide political protection for local com-
munities potentially affected by casinos on newly acquired trust lands. The
secretary is required to find that a casino “would not be detrimental” to the
local community before he or she can permit gaming to occur. Local officials
are entitled to consult with the secretary, thus providing input about any
concerns that might make a casino undesirable for their community. The
governor also has veto power, thus providing additional assurance that fed-
eral officials who are largely immune from local political accountability do
not inappropriately dismiss local concerns in favor of the tribe.

Other exceptions to the general l:)r()hﬂ)itions on expanding tribal gaming

£
include

Lands . . . taken into trust as part of—
(i) asettlement of a land claim,
(ii) the initial reservation of an Indian tribe acknowledged by the
Secretary under the Federal acknowledgment process, or
(iii) the restoration of lands for an Indian tribe that is restored to Fed-

" 0
eral I‘ﬁCOgnltIOH. 104

The secretary may create new reservations, as well as restore lands to tribes
that had previously lost their status through termination procedures adopted
in the mid-1950s. However, that process occurs without the benefit of the
political protections for local communities that may be affected. The process
of restoration has generated bitter disputes between tribes, the federal gov-
ernment, and state and local governments, which have resulted in litigation.

A recent case that illustrates this conflict is City of Roseville v. Norton, 195 4n
which two cities in California and a local nonprofit organization known as
Cities for Safer Communities (together referred to as “Cities”) challenged
the scope of the restoration exception outlined previously. In 1994, Con-
gress passed legislation restoring tribal status to the Auburn Indian band,
which had had no federally recognized existence since 1967, when Congress

terminated its forty-acre reservation, distributed the lands in fee title to in-
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dividuals, and terminated federal trust responsibilities over the tribe. 0 The
1994 legislation restored the tribe’s status and authorized the secretary of
the interior to take land back into trust to serve as a reservation for the ap-
proximately 247 members of the tribe. The Auburns did not seck to reac-
quire their original reservation, which was held in fee title by individuals
(including non-Indians). Instead, they sought to acquire a 49.21-acre parcel
of land for the purpose of constructing a casino. 107

This location was apparently valuable for several reasons. It was close to
the large population base of the Sacramento area. It was also located on the
route to Reno, Nevada, a pepu],ar commercial casino destination approxi-
mately one hundred miles away. Experts had predicted that this location
would be highly profitable, as it had the potential to capture a significant
portion of the patronage that might otherwise go across the border to the
casinos in Reno.

From the Cities’ perspective, this location was objectionable. They
claimed that the casino would create adverse impacts on their communities
from crime, interference with planned residential developments, and inter-
ference with the family-oriented nature of the area. 108 They also argued that
the Bureau of Indian Affairs was not legally authorized to proceed with the
acquisition without a determination that the proposed gaming activity
“would not be detrimental to the surrounding communities” and the con-
sent of the governor.

In response, the Bureau of Indian Affairs took the position that the land was
exempt from the finding of no community detriment, since this was within
the exception for “restoration of lands” under the IGRA. It was also thus ex-
empt from any requirement of consent from the governor. The bureau never-
theless treated this acquisition as a “discretionary” acquisition, which did re-
quire the balancing of the interests of the tribe against potential land use
conflicts associated with the acquisition. However, this balancing of interests
fell on the side of the tribe, thus allowing the approval of the acquisition. 109

The district court dismissed the Cities” claims, and the District of Colum-
bia Circuit Court of Appeals was ultimately called upon to decide the ques-
tion of whether this land would be considered to be a part of a “restoration
of lands,” even though it was never a part of the Auburns’ original reserva-
tion. In a lengthy analysis, the court of appeals agreed that the word restoration

could encompass either of the interpretations sought by the parties. Thus,
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“neither side can prevail by quoting the d’icl:i(mary.”1 10 However, when con-
sidering the purposes of the IGRA and the act restoring the Auburn tribe, the
balance moved against the Cities’ claims. Here, treating this acquisition as a
“restoration of lands compensates the Tribe not only for what it lost by the
act of termination, but also for opportunities lost in the interim """ A
broader approach toward restoration was also deemed to be more consistent
with the purposes of the IGRA to promote tribal economic development and
self—Sufﬁciency.“2 Moreover, it was also consistent with the purpose of the
legislation restoring the Auburn tribes, which did not limit the selection of a
reservation to particular lands but gave discretion to the Secretary.”:%

This case suggests the possibility that tribal casino operations could be
placed in many locations that have not traditionally been considered to be
Indian lands and in fact were never characterized in this way. The Bureau of
Indian Affairs is thus given extensive powers that effectively bypass the statu-
t:()ry protections grzmted to local governments in other contexts. In this
case, the planned casino did turn out to be among the most successtul in the
country, with more than 3 million visitors and estimated profits of more
than $300 million during its first calendar year of operations. e

However, traffic problems associated with that facility have been consid-
erable. News reports indicated that cars were backed up for miles when the
casino operuad.”S Those disruptions may have subsided somewhat as “open-
ing day” has passed. Placer County, which was not a party to the litigation
against the tribe, entered into a memorandum of understanding with the
tribe in which the tribe agreed to pay traffic mitigation fees of $4.8 million
and to make certain road improvemems.116 However, the Cities have ob-
tained nothing. The extent of other concerns raised by the Cities remains to
be seen, but they remain closed out of any governing process associated with
an enterprise that could have a significant effect on their communities.

Even without a formal restoration act, as was the case in City of Roseville,
the IGRA provisions on Indian lands may present other disputes over the ex-
pansion of Indian gaming. A particularly interesting case involves the Wyan-
dotte tribe of Oklahoma, which sought to expand some two hundred miles
into Kansas for the purpose of opening a casino. Faced with “meager finan-
cial resources and the dim prospects for gaming on its Oklahoma reserva-
tion,”'"” the Wyandottes acquired property adjoining an Indian cemetery in

Kansas City, Kansas, and submitted an application to the secretary of the in-



235 Tribal Gaming
terior to take this land into trust for the purpose of developing and operat-
ing a casino on the land.!®

The cemetery had once been part of lands acquired by the Wyandottes
from the Delaware Nation of Indians in 1843.""” Pursuant to an 1855 treaty,
the Wyandottes agreed to dissolve the tribe, accept U.S. citizenship, and
cede their lands to the United States. However, the cemetery was specifi-
cally singled out to be “permanently reserved and appropriated” as a burial
ground. 120 Approximately two hundred Wyandottes chose not to accept cit-
izenship, and Congress reconstituted this group as the Wyandotte tribe in
1867. This reconstituted tribe settled in Oklahoma. The Wyandottes were
again terminated in 1956, but their status was restored in 1978. In 1984,
Congress appropriated money to satisfy judgments obtained by the tribe for
lands they had ceded to the United States; these funds were to be used to
purchase lands that would be held in trust for their benefit.'?! These lands
surrounding the cemetery were purported to be such lands.

The status of the cemetery as a reservation was very important to the
Wyandotte’s plan. If the cemetery was considered to be a Wyandotte reser-
vation, the tribe could conduct gaming without the need for consultation

with Jocal government or appmvai from the governor of Kansas. The land

g
would be considered “contiguous” to reservation land and thus outside the
scope of these provisions involving the approval of state and local govern-
ment. If these trust lands were not deemed contiguous, they would fall
within the category of lands acquired after 1988, which would be subject to
these provisions. Given the opposition of the governor, who was joined by
other tribes operating competing casino facilities in pursing this litigation,
such approval would not be forthcoming and the Wyandottes’ plan would be
thwarted.

Although the Tenth Circuit Court of Appeals held that the cemetery was
not to be considered a “reservation,” Congress enacted legislation that cast
doubt on this result. Section 134 of Public Law 107-63 clarifies that the sec-
retary of the interior has discretionary authority to determine whether land
qualifies as a reservation.'?* For a brief period, the Wyandottes did indeed
open a casino with Class Il games on their acquired land. However, the Na-
tional Indian Gaming Commission intervened and shut down the casino in
early 2004, citing its view that the casino site did not meet the definition of

“tribal land” under the IGRA.
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The tribe’s distant connection to the state of Kansas, where other local
tribes do enjoy gambling privileges, undoubtedly put it in a more dithcult
political position than it might otherwise have occupied as a local tribe with
roots in the community. The governor and the attorney general focused sig-
nificant attention on the Wyandottes’ operation, and they publicly an-
nounced their efforts to work with the National Indian Gaming Commission
to stop it. 23

It should be noted that a similar claim for Indian lands has been made
based on a cemetery adjoining the campus of the University of California at
Chico. "™ The state of California refused to negotiate a compact with the
tribe, since the tribe had no land other than the cemetery. The tribe sued to
compel negotiations, but the federal district court rejected that claim, stat-

ing in part:

Itis hard to believe that the Tribe really wants to negotiate to build a gam-
bling casino on their burial ground, but that is what they argue. At oral
argument, the Tribe’s counsel admitted that the Tribe hopes to use lands
outside the former Chico Rancheria, the subject of a pending fee-to-trust
application, for a gaming facility. Thus, use of the cemetery parcel seems
to be merely a pretense to force the State into negotiations in an attempt
to forestall any delay in installing a future gaming facility on the land out-

side the former Chico Rancheria.!?

More of these issues are likely to emerge as more tribes are recognized
and Indian lands are restored. It is understandable that tribes will want to lo-
cate casino facilities near urban population centers, where they have the
greatest prospects for success. The extraordinary potential for wealth gener-
ation in the right location certainly creates an incentive to pursue these op-
portunities through any legal means. However, the injection of gaming facil-
ities into urban areas without the support of state and local governments and
appropriate political mechanisms to address the externalities accompanying
such facilities is problematic. Taken to the extreme, such efforts could prove
to become catalysts for significant rethinking of the scope and extent of In-
dian gaming: the goose that lays the golden eggs may well be unintentionally
devoured as a result of controversial extensions of gaming without substantial

local political support.
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THE LIMITS OF CLASS II GAMING:
WHAT IS A SLOT MACHINE?

A final issue with a potentially significant consequence to Indian casino oper-
ations involves the borderline between Class II and Class III gaming, The
IGRA specifically restricts slot machines to Class Il gaming jurisdictions.
Though slot machines have long been a part of successful Las Vegas—style casi-
nos, their popularity with consumers and casino operators has increased over
time. Technological improvements, including not only more lights and “bells
and whistles” but also appearances by famous personalities through audio and
video features, have increased the extent of their play. 126 Horse-racing facili-
ties have scrambled to add slot machines, thus transforming into so-called ra-
cinos on account of the revenue-enhancing potential of slot machine play.
Despite their apparent popularity, slot machines have also been described
as the “crack cocaine of gambling” by antigambling activists. 127 Sophisticated

electronic features are designed to create conditions that are conducive to

continuous, repetitive play—conditions that also have a potential to mani-

fest pr()b}em gamblting behaviors. 28 1

(though very rare) payouts, coupled with intermittent smaller rewards,

ured by the possibility of very high

players have been known to continue for hours. With a slot machine de-
signed around a standard of six seconds between plays, the typical player
betting two dollars per play is wagering up to twelve hundred dollars per
hour.'” Even with a relatively high average payout of 90 percent, this trans-
lates to gross profits of more than one hundred dollars per hour. The wealth-
generating potential from these machines for the casino operator, particu-
larly with thousands of them on the floors of large casinos, is enormous.
The electronic features that make slot machine play so attractive to pa-
trons have not escaped the notice of tribes operating Class II facilities, which
rely on more traditional games such as bingo and pull-tabs. The IGRA
specifically contemplates the possibility that “electronic aids” might be used
to assist players in these kinds of games. 10 However, recent decisions by the
Eighth Circuit and the Tenth Circuit Court of Appeals illustrate the techno-
logical blurring of the differences between electronic aids and slot ma-
chines. This blurring has potentially significant legal consequences for the

nature and extent of Indian gaming,



Governing Fortune 238

In Seneca-Cayuga Tribe of Oklahoma v. National Indian Gaming Commission, 131
the Tenth Circuit addressed the issue of whether “The Magical Irish Instant
Bingo Dispenser System (the Machine)” constituted a slot machine, which
would thus fall under the Class Il gaming regulation system. The Machine
dispenses paper pull-tabs from a roll containing up to seventy-five hundred
individual tabs. When a player inserts money into the Machine and presses
a button marked “DISPENSE,” the Machine cuts a pull-tab card and dis-
penses it into a tray for the player to receive. The Machine is also capable of
scanning a bar code on the tab, which displays the contents of the paper tab
on a video screen viewed by the player. If the tab is a winner, the player takes
the tab to a clerk, who confirms the win and pays out the appropriate prize.

As the court noted, “The game played with the Machine can be a high-
stakes, high-speed affair. A winning ticket pays up to $1,199.00 per one-dol-
lar play. When working properly, the Machine completes one play every
seven seconds.”'*? Thus, the Machine presumably helped to make a compar-
atively mundane game of pull-tabs more visually exciting. It would also
make play more frequent and regimented, potentially enhancing the prof-
itability for the operator.

The Tenth Circuit faced the issue of whether the Machine was essentially
an electronic aid to playing pull-tabs, which were allowed as Class Il devices,
or whether, as argued by the government, the game was essentially an
“electromechanical facsimile version of slots,” which would thus constitute
a Class 11T device.* The Machine was functionally similar to another device
known as the “LuckyTab II,” which the District of Columbia Circuit had pre-
viously held to be an authorized Class II technologic aid. The Tenth Circuit
essentially agreed. In evaluating the Machine, the court observed that the

player was still essentially playing a pull-tab game.

Although a pull-tabs player may opt to view the video display regarding the
contents of the paper pull-tabs, players of the Machine must still manually
peel back the top layer of the pull-tab to confirm victory, and it is that tab
presented for visual inspection to a gaming hall clerk that entitles players
to winnings. We thus reject the argument that the game played with the
Machine is slots: although we acknowledge some superficial similarities
between the two, pull-tabs, even when sped up, placed under lights, and

depicted with a spinning machine on the side, is still pull-tabs. 134
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The Lucky Tab I machine was also the subject of litigation in United States

v. Santee Sioux Tribe of Nebraska, 135 in which the federal government sought to
enjoin a tribe from using the machines in its Class II facility. Here, too,
Eighth Circuit followed the District of Columbia Circuit in finding that the

machine merely facilitates the piaying of paper pull-tabs.

While this case presents a close call, we think the better view is that op-
eration of the Lucky Tab II machines does not change the fundamental
fact that the player receives a traditional paper pull-tab from a machine,
and whether he or she decides to pull the tab or not, must present that

card to the cashier to redeem winnings. 136

As for the argument that the machines were facsimiles of slot machines, the
court noted: “These machines may look and sound like slot machines, but
they cannot make change, accumulate credits, or pay out winnings. Thus,
they are not exact copies (the commonly understood definition of a facsim-
ile) of a slot machine %’

The U.S. government filed a petition of certiorari for review of both of
these cases, but the Supreme Court denied these petitions.]38 The states of
California, Alabama, Connecticut, Texas, Minnesota, Nebraska, Nevada,
South Dakota, and Texas——which all have within their borders Indian tribes
that currently operate gaming facilities or may seek to do so in the future-—
submitted an amicus brief in support of the petition. These states claimed
that ruling that the devices were technologic aids rather than slot machines
“threatens substantially to undermine the only means available for States to
ensure adequate regulation of slot-machine gambling conducted on Indian
lands, vis., the negotiated tribal-state compact.”?’

The states argued that when slot machines are subject to the compact re-
quirement as a Class Il game, the states may exercise considerable control
or oversight over the regulation of gambling. Moreover, in states like Cali-
fornia, the compact not only limits the number of slot machines but also
subjects those machines to license fees. Moreover, the Class Il facilities
must also comply with revenue-sharing requirements, which are not appli-
cable to Class I operations. To the extent that these restrictions can be cir-
cumvented, the protections of the IGRA are made ineffective. As the states

point out:
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By virtue of the Tenth Circuit’s decision, the Tribes’ ability entirely to cir-
cumvent IGRA’s negotiation obiiga‘dons with respect to slot machines is
merely a function of human creative ability to design slot machines
that—in the case of pull-tab devices, for example—permit push-button
“play” of a coded strip-roll of paper “pull-tabs,” providing a visual and au-
ditory display of the outcome represented by bells and the aligning of
and, therefore, from the perspective of a need for negotiated compact
treatment—these so-called “technologic aids” are indistinguishable in any

meaningful sense from any other slot machine along the casino wall. 140

Although the Supreme Court was apparently not persuaded of the need
for its intervention, the significance of this controversy has not been lost on
the National Indian Gaming Commission. On January 21, 2004, the commis-
sion announced the formation of a Class Il Game Classification Standards Ad-
visory Committee to provide more definitive technical standards and regula-
tions for the parameters of Class Il games. Representatives were named on
March 8, 2004, approximately one week after the Supreme Court’s denial of
certiorari in the Eighth andTenth Circuit cases. It remains to be seen whether
the committee will indeed promulgate more restrictive rules on electronic
aids. If they fail to do so, this may present another case in which aggressive
and technically correct legal positions expose fundamental political flaws in
the regulatory system, which in turn will generate more restrictive rules.
Detailed draft regulations were released in March 2005, though final regula-

tions have not been promulgated. 14

TRIBAL POLITICAL INFLUENCE

As shown previously, tribes enjoy a privileged status under current law. It is
not surprising that tribal governments have been active in political efforts
designed to maintain their privileged status. The recent controversies sur-
rounding the indictment and guilty plea of the lobbyist Jack Abramoff,
whose clients included several Indian tribes with gaming operations, have
brought these efforts to light.

The total amount spent by tribes to influence legislation at both state and
federal levels is difficult to ascertain. This difficulty is partly attributable to

the fact that funds may be channeled to grass roots organizations that do not
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engage in lobbying government representatives but instead provide other
services. These kinds of expenditures are outside the scope of election law
reporting, Expenditures at the state and local levels are also difficult to
track, as they are also outside the scope of federal election laws. However,
federal expenditures provide a window of insight on the political influence
of tribes, which merits some attention.

The Center for Responsive Politics, which operates opensecrets.org, a
Web site examining the political expenditures on behalf of various indus-
tries, provides some insight into the magnitude and direction for political
contributions of the Indian gaming industry. Data compiled from reports to
the Federal Election Commission show that the Indian gaming industry con-
tributed an estimated $7.3 million in the 2004 election cycle. 42 Most of the
industry contributions (approximately 68 percent, or §4.8 million) went to
Democratic candidates.

Although $7.3 million may seem signiﬁcant, this total is dwarfed by other
industries. For example, defense contractors, which are highly connected to
and dependent upon actions in the political world, spent over $15 mil-
lon.'*? Pharmaceutical firms spent about $18 million. "** The commercial
gambling industry spent about $11 million. 145 All totaled, House and Senate
candidates received over $1 billion in 2004.'*® Thus, the contributions of
any particular industry look small indeed in relation to this massive total.
Nevertheless, it is interesting to note some of the particular matters that in-
voked tribal lobbying and political efforts. For examples we need to look no
further than some of Abramof{’s clients.

One issue that focused tribal concerns on federal legislation involved the
federal tax treatment of tribal governments. The Mississippi band of
Choctaw Indians was one of Abramoff’s clients with interests in this area.
The Choctaws have extensive business holdings in Mississippi and other
parts of the Southeast, extending into Mexico. Their Web site lists Choctaw
enterprises in manufacturing, retail, service, and tourism as providing more
than eight thousand jobs, making them one of the top ten employers in Mis-
sissippi. 147 Although the tribe touts manufacturing as the basis for its eco-
nomic success, it cites the Silver Star Casino as “the largest and most prof-
itable Choctaw Enterprise to date”1*®
The growing influence and profitability of tribal casinos were drawing

attention from commercial casino competitors, which did not enjoy the
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tax-exempt status of Indian tribes on similar enterprises. As a result, the
tax-exempt status of tribal governments was at risk of being legislatively
overturned. Tribal governments mobilized in opposition to this legislation.
Jack Abramoft’s close connections to antitax groups, which were particu-
larly influential in Congress during this period, proved useful in helping to
defeat this legislation, which Abramoff characterized as another attempt to
raise taxes. ' *’

In the process of representing the Choctaws, however, Abramoft appar-
ently exacted funds from the Choctaws through related enterprises engaged
in grass roots lobbying, which made payments to Abramoff that were not
disclosed to the Choctaws."™® The tribe asserts that they have cooperated
with the Justice Department’s investigation and that they have reached a set-
tlement with Abramoff’s former law firm that resolves their claims for past
misdoings while he was associated with the firm. 151

Abramoft’s political influence was also deployed by tribal governments to
protect their casino enterprises from incursion by other tribes. The Tigua
tribe’s Speaking Rock Casino located near El Paso, Texas, which borders
neighboring Louisiana, was the target of a lawsuit filed in 1999 by Texas at-
torney general John Cornyn (now a U.S. senator).'>” This suit sought to en-
join the tribe from continuing casino-style gambling on its reservation, which
the state contended was in violation of Texas and federal law. The federal dis-
trict court ruled in favor of the state, and the facility was enjoined from op-
erating casino games otherwise prohibited to Texas citizens in 2002.13

The political intrigue surrounding this case is rooted in the tenuous status
of tribal gaming in the hands of federal and state authorities. The tribe had its
status restored pursuant to federal legislation, and the ability to pursue gam-
bling on the reservation was a matter that was specifically addressed in the
restoration bill. State and federal officials were consulted in this process, and
the federal restoration act for the tribe ultimately tied the fate of gambling to
Texas law.'> The broader IGRA was held not to abrogate this provision,
which was effectively considered a compact with the state of Texas. 155

Since the fate of the tribe’s gambling operations, as well as the employ-
ment of casino workers, was at stake in this litigation, it was theoretically
possible to resolve the matter through changingTexas law. The tribe was re-
ported to employ 785 people at the casino, with a payroll of $14 million. 156

Thus, intense local interests were affected.
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Of course, not everyone would line up with the interests of the Tiguas
and their employees on this matter. N eighboring casinos in Louisiana, also
run by Native Americans, would stand to gain from the elimination of a
cross-border competitor. In particular, the Coushatta tribe of Louisiana,
which operated the Coushatta Casino Resort in nearby Kinder, Louisiana,
reportedly utilized Abramoff’s services on this matter. 157
Grass roots political interests against expanding gambling would become
a valuable tool in ensuring against a political solution favoring another Texas
casino. Ralph Reed, former executive director of the Christian Coalition,
was hired by Michael Scanlon, an Abramolff associate, and his firm was re-
portedly paid more than $4 million to engage in opposition to Texas casino
expansion. 158 Though Reed, who was staunchly antigambling in his beliefs,
refused to take money from casino-owning tribes, the use of an intermedi-
ary here apparently hid the source of this spending. In response to an exten-
sive public relations campaign by the Tiguas against the efforts of Attorney
General Cornyn, Reed promised to send fifty pastors as “moral support” for
Cornyn. 7 Reed, who is a candidate for lieutenant governor in Georgia, has
subsequently claimed not to have known about any connection between
160

tribal contributions and his politicai work against expandec} Casinos,

g

The Tiguas were apparently also unaware of Abramoff’s efforts against
them in the Texas legislature. Those efforts did not stop Abramolf from sub-
sequently being retained by the Tiguas for the purpose of lobbying Congress
in order to change the undesirable judicial outcome. However, the Tiguas re-
portedly had trouble paying their retainer. According to a report in the Weekly
Standard, Abramoff proposed an “elder legacy plan,” which involved taking
out life insurance policies on older tribal members, with the proceeds being
paid to Abramoff on their demise. The tribe rejected this pian.m

Political contributions by the Tiguas to individual representatives, includ-
ing Ohio congressman Bob Ney, have been the subject of continuing interest
as this saga continues to unfold. 1%’ Representative Ney resigned his post as
chairman of the House Administration Committee in early 2006, for the ap-
parent purpose of avoiding “distraction” from his committee work as a result
of Abramoff-related investigations. 163

The Coushatta tribe and the Choctaws of Mississippi also apparently in-
volved Abramoft in lobbying against casino competition in Louisiana from a

neighboring tribe, the Jena Choctaw. An e-mail by Abramof to Italia Federici,
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head of a Repuli)lican environmental advocacy group called the Council of

Republicans for Environmental Advocacy (CREA), stated in part:

There is a tribe in Mississippi and Louisiana called the Jena Choctaw. They

are a federally recognized tribe and trying to get a gambling compact in

g
Mississippi and/or Louisiana. The Jens are also trying to get land put into
trust (ostensibly for “economic development”, but really for gambling).
This is totally horrible for both the Choctaw in Mississippi and the
Coushatta. The Interior Department BIA has sent a letter out (I will fax
this to you right now at the [blank] number) soliciting local input, as if they
are going to do this {! [W]e have to squash this very, very hard and fast."**
It should be noted that the CREA hosted social events at which Interior Sec-
retary Gale Norton and other Department of the Interior officials were in-
vited guests. 19> The tribes were solicited to participate in this organization as
“trustees” through contributions of fifty thousand dollars. 166 This apparently
provided at least the perception of acquiring greater access to these officials.

In each of these examples, tribal political influence was brought to bear
on issues that were important to them. Their involvement appears no differ-
ent from that of other business enterprises seeking to defend business turf
or to extend favorable tax preferences. The criminal information against
Abramofl suggests that tribes were indeed victims of Abramoff to the extent
that their funds may have been channeled to organizations that benefited
Abramoff’ without their knowledge. However, their intentions to obtain
benefits from those expenditures—just as other enterprises benefit from
lobbying expenditures—were also clear.

In addition to these specific payments to lobbyists, tribes also made sig-
nificant political contributions to individual candidates through Abramoff
and his associates. According to a recent investigation compiled by the Wash-
ington Post, Abramoff, members of his lobbying team, and tribal associates
contributed over $4 million to individual polit.icians during the period
1999-2004."%" The possibility that these contributions may have caused spe-
cific legislative actions is a matter worthy of investigation.

It is important to recognize that the special status enjoyed by the tribes
provides particularly enticing circumstances for lobbying activity. Whenever
a business activity or economic benefit is held at the pleasure of government

to the exclusion of others, competing interests will have incentives to re-
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move those benefits. Political activists thus enjoy a position that lends itself
to the extraction of tribute to preserve the status quo. As illustrated in the
previous discussion, purveyors of government influence may play both sides
of the political fence, leaving the tribes caught in the middle. When fueled
by the considerable cash profits of a successful tribal gaming operation, the
influence of tribes on politics is a force to be reckoned with. Citizens also
need to be watchful about such expenditures at the state and local level, par-

ticularly in jurisdictions affected by tribal casino operations.
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f{\s legal and geographic barriers have crumbled, casino patrons have expe-
rienced unprecedented opportunities to pursue the whims of fortune. Tra-
ditional legal proscriptions against professional gaming houses have been
transformed into components ofa regulatory structure that supports a lai‘ge
commercial industry. Instead of struggling to suppress the demand for gam-
bling, governments have chosen to exploit it by channeling patrons toward
state-appmved providers that can capture tax revenues and provide legiti—
mate employment opportunities.

Expanded gambling has also exposed dimensions of human weakness that
otherwise might have remained latent. There is still much to learn about the
nature and extent of problem gambling, but the extant data suggest that its
dimensions are significant. The National Council on Problem Gambling es-
timates that 3 million adults in the United States meet criteria for patholog-
ical gambling each year, with another 2--3 percent (6-9 million) experienc-
ing serious problems due to gamb]jng.l As discussed in chapter 5, these
figures may be conservative. Problem and pathological gamblers are a signif-
icant source of revenues for casino operations.

Problem gambling behavior affects nongamblers as well as gamblers. Our
own research has found that opening a casino produces a significant increase
in personal bankruptcy rates over time.” Each bankruptcy translates into
losses for creditors, and the associated costs they incur are likely to be
passed along to others. Other researchers have identified a correlation be-
tween casino gambling and crime. Some have estimated that criminal activ-
ity associated with casinos exacts aggregate costs that outweigh any counter-
vailing aggregate economic benefits.’?

Children and families are also apt to suffer from probiem gambhng be-
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havior. Gambling spouses may incur debt secretly and impose legal respon-
sibility for those gambling-related debts on a nongambling spouse. In some
cases, gambling losses may mean that child support goes unpaid, potentially
impacting dependent children and adding further strain to the social safety
net. As of 2003, nationwide arrearages in child support totaled over $95 bil-
lion-—a stunningly large number that has been growing over time.*

News accounts commonly report these negative consequences, including
embezzlement from employers or clients, family discord and divorce, and
even suicide as a result of excessive gambling losses.” More stories probably
lie below the surface, as family-related problems involving human weakness
tend to be hidden in order to avoid embarrassment. Industry advocates may
continue to challenge the certainty of scientific proof about a connection be-
tween gambling and social costs, but as time goes on that position becomes
harder to maintain. It is evident that the costs are not zero and that they are
likely to be significant.

In this environment, government officials may experience tension be-
tween their desire to raise revenue from this industry and their traditional
responsibilities to protect the public welfare. Personal freedom is a powerful
political ideal, and some people connect the pursuit of gambling with the
pursuit of happiness. However, even libertarian principles recognize the
need to internalize costs from such pursuits. In this final chapter, we look
further at the political and legal environment with an eye toward the future
of industry regulation.

If legalized gambling persists in some jurisdictions (as it is likely to do),
the paradigm for regulation needs to change to address the reality of exter-
nalized social costs. The current system may seem highly resistant to change,

but that resistance may be softening, We suggest one possibility for change

g
that may provide a suitable compromise between freedom and responsibil-
ity. It involves wrapping new technology around an old idea with deep his-

torical roots: licensing gamii)lers,
THE CURRENT POLITICAL MILIEU

Poiicymakers have given surpr:isingly little attention to social costs in formu-

P

lating casino gambling policies. In fact, the successful expansion of the indus-

&
try has been achieved in significant part by ignoring them. Industry propo-

nents have achieved pohticai SUCcess by expioiting the fact that costs
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associated with the gambling industry are diffused and difficult to measure,
whereas benefits (such as tax revenues) are tangible and quantifiable.® Casino
promoters have adopted the strategy of shifting the burden of proof on social
costs to their opposition, while at the same time touting the casino as a tonic
for economic vitality, a politically attractive source for tax revenues from a
voluntary and popular activity, and a vanguard of individual liberty.

Although casino promoters have achieved success with this approach, it
has played best in times of economic difficulty. In those situations, social risk
taking may seem to be a viable step on the path to prosperity. Government
officials thus view the easy money offered by the casinos as a preferable al-
ternative to offer to their constituents, particularly when other alternatives
may be based on less popular options involving sweat, tears, and toil. In
modern times, such alternatives are hardly the stuff of which political suc-
cess is made.

Signs of change may nevertheless be on the horizon. Citizens have con-
tinued to scrutinize the collateral effects of casinos on economic and social
structures. Grass roots political efforts have proven remarkably effective
against coordinated and well-funded efforts from commercial casino forces.
Even the industry itself appears to be willing to take greater steps to address
problem gambling,

An apt example occurred in November 2004, when a majority of Ne-
braska voters rejected statewide initiatives to legalize casinos. Two separate
initiatives were on the ballot—one sponsored by the legislature and the
other sponsored by a coalition of pro-gaming interests (including prospec-
tive casino investors) known as Keep the Money in Nebraska.” Both initia-
tives sought to establish legal casinos in Nebraska to compete with facilities
in neighborin

g states, particularly those in Council Bluffs, Iowa, which

shares a border with Nebraska on the Missouri River across from Omaha,

plans may have contributed to electoral division within pro-gambling forces,
thus weakening their prospects for success, grass roots political opposition
from a group known as Gambling with the Good Life® was also instrumental
in this outcome,

Though reportedly outspent by twenty to one,’ Gambling with the Good
Life successtully mobilized voters, particularly those interested in the social

costs associated with garnbiing. They used connections with local churches
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and civic groups to spread their message, which emphasized the deleterious
effects of problem gambling as a counterweight to the putative economic
benefits associated with expanded gambling, The leader of this group, Pat
Loontjer, a housewife, volunteered her time and mobilized many other vol-
unteers to do the same. She was also supported by visible public figures, in-
cluding congressman and former University of Nebraska football coachlom
Osborne and “Oracle of Omaha” Warren Buffet, who helped spread a mes-
sage favoring work and saving over the ephemeral riches associated with
gambling. Some businesses, including restauranteurs concerned about dis-
placement effects of casino spending, also joined in such efforts. With little
spending in the mass media, Loontjer spearheaded a grass roots campaign
based on people-to-people contact, town meetings, and yard signs spreading
word of individual support.

In contrast, Keep the Money in Nebraska focused heavily on mass media
advertising that emphasized the economic drain from Nebraska residents’
gambling across the river in lowa. Images of millions of dollars floating
across the bridge linking Omaha to Council Bluffs casinos flooded the air-
waves. When questioned about social costs, the pro-casino spokespersons
took an aggressive position that such costs had not been proven. They chose
instead to emphasize the economic benefits, including jobs and taxes, that
legalized gambling could deliver if Nebraskans gambled at home.

After the election, Keep the Money in Nebraska continued to advocate
for legal change in state casino policy. However, their position seems to
recognize social costs as part of the gambling equation. Their Web site

states in part:

Nebraska continues to have the vast majority of its citizens frequent bor-
dering casinos, extensive participation in sports book, an eruption of il-
legal machines in private clubs and out state bars, and rapid expansion of
Internet gaming. Between 3% and 5% of our population already has a gaming
related behavior disorder. That figure is very comparable to states with full
fledged casino gaming, We have most all of the downsides of expanded
gaming and simply none of the upsides. There is a silver lining in all this.
We have the opportunity to focus on the best possible way to minimize
the downside and deal with it in a socially responsible manner in the new

IR L 10
patitlon 1anguagc.
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To recognize that a significant percentage of the population has a gambling-
related disorder seems a significant concession. It remains to be seen how
any new initiative they intend to sponsor will address problem gambling is-
sues. Discussion of new initiatives to legalize casino gambling for the ballot
in November 2006 suggests that the issue will not go away quieﬂy.] ‘

Local citizens also rejected initiatives for slot machines in Miami-Dade
County, Florida, in 2005, after a statewide initiative was approved. The ap-
proval process for this initiative illustrates the difficulty of including social
costs into the economic calculus associated with new gambling legislation.
Florida law requires that constitutional amendments proposed through citi-
zen initiatives must include “an analysis and financial impact statement to be
placed on the ballot of the estimated increase or decrease in any revenues or
costs to state or local governments resulting from the proposed initiative.”?
An initial attempt to include a reference to costs associated with “problem
garrlbl’ing” in this statement was opposed by the attorney gencﬁral.l3 The
Florida Supreme Court resolved this issue in the government’s favor. The

following 1anguage ultimately appeared on the ballot:

This amendment alone has no fiscal impact on government. If slot ma-

governmen tal

costs associated with additional gambling will increase 1:)y an unknown

chines are authorized in Miami-Dade or Broward counties,

amount and local sales tax-related revenues will be reduced by $5 million
to $8 million annually. If the Legislature also chooses to tax slot machine
revenues, state tax revenues from Miami-Dade and Broward counties

combined would range from $200 million to $500 million annually. 14

Thus, although the initiative recognized the potential for governmental
costs to increase, the only quantifiable costs involved foregone sales tax rev-
enues to local government, which are quite modest in relation to the direct
taxes that the state would gain from expanded gambling

After gaining narrow approval for this initiative in a statewide election in
November 2004, local voters were then required to give further approval to
expanded gambling. Broward County voters approved the measure, but
Miami-Dade voters apparently changed their minds and voted against it in
March 2005, despite giving 57 percent approval the previous November.
Broward County has experienced further delays in the installation of slot

machines. Enabling legislation was delayed, as the legislature was unable to
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agree on regulatory details. Further litigation may ultimately be required to
resolve these issues. !

In July 2004, Pennsylvania approved a measure to allow up to sixty-one
thousand slot machines across the state.'® Neighboring Maryland, despite

threats that these machines could draw patrons across state lines, is holding

£
fast against expanded gambling, Pro-gambling interests in Maryland spent
more than $2.3 million on lobbying etforts during the 2004 iegislative ses-
sion, which is not insubstantial in relation to the total estimated spending on
all issues of $30 million the prior year.” One commentator analogized the
interstate competition to an “arms race” between states competing for gam-
bling patrons. '¥1f s0, a “peace movement” may well be at work, as resistance
to slot machines in Maryland has been going on for three years. Though lob-
byist spending there remains large, it has declined, reflecting the possible
concession to the political will against expanding the industry.19

These recent examples show that public resistance to gambling remains a
force to be reckoned with. Citizens continue to be skeptical about the eco-
nomic and social dimensions of gambling. Sometimes regional interest groups
like Gambling with the Good Life help in the dissemination of academic re-
search that is problematic for the industry, which otherwise might be rele-
gated to the ivory tower. Other organizations, including the National Coali-
tion Against Legalized Gambling and the National Coalition Against Expanded
Gambling, have also disseminated this research, reaching community activists
and thus supporting grass roots resistance efforts. Rehgi()us convictions may
also be playing an important role in the actions of many gambling opponents,
and this force continues to be influential in American politics.

Skepticism about the benefits of gambling may also be rooted in personal
experiences. The proliferation of gambling has produced shared experi-
ences with problem gambling, which may be spread interpersonally. Claims
of tax relief may also ring hollow, as neighbors in gambling states are still
likely to complain about their high taxes. Personal stories should not be un-
derestimated as an animating force behind a resistance to expanded gam-
bling. This kind of information has the potential to overcome the influence
of corporately funded mass media efforts to communicate a more positive
message. Moreover, in states with populist traditions (like Nebraska), vot-
ers may already have a skeptical predisposition toward positions advanced

by well-heeled corporate sources.
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In some areas of the country, gambling markets are also maturing. Al-
though early casino adopters found it easy to tap into consumer demand,
particularly from patrons living in bordering states that restricted legal casi-
nos, later adopters have found a more competitive marketplace. The prover-
bial “low-hanging fruit” has been picked, and competition for gaming dollars
is intensifying. One effect of this competition is that the industry must spend
more and more to create an attractive gambling environment. The recent
experience of Trump Hotels and Casino Resorts in Atlantic City provides
anecdotal evidence of this trend: after restructuring under federal bank-
ruptey protection, it will invest heavily to refurbish the facility to compete
with other newer properties in Atlantic City. 21 Las Vegas, the new Wynn
Las Vegas hotel has reportedly cost $2.7 billion to construct——topping a
previous billion-dollar expenditure on the Bellagio as the most expensive
new property in the City.yi As previously discussed, the capital markets have
also expressed skepticism about the future profitability trends for this com-
petitive industry. 22

The political nirvana of tourist-based gambling, in which a casino does at-
tract new dollars to the local economy, has proved exceedingly difficult to
achieve. Las Vegas is unusual in this respect, as it remains an important tourist
destination even for those with local gambling options. A recent Zogby sur-
vey has even reportedly shown that a majority of New Jersey residents would
prefer to gamble in Las Vegas over Atlantic City.23 However, without signifi-
cant market differentiation (such as through special amenities or other tourist
attractions, which Las Vegas can readily offer), it seems unlikely that patrons
interested in gambling will travel elsewhere for that purpose. As a result,
casino revenues (and associated taxes) in many locations are likely to come
increasingly from local patrons at their “hometown” casino.

Local patronage still generates gambling taxes from willing participants,
which might be viewed as politically preferable to increasing forced exac-
tions from the general population. However, local citizens (including those
who do not participate in gambling at all) may also bear some hidden costs.
Increased reliance on local patronage also spells trouble for any prospects of
turning the casino into a positive force working for economic development.
In contrast to losses from their nonresident counterparts, wagering losses
from local patrons may displace other local consumption instead of bringing

in new dollars to the local economy. Moreover, the typical taxing structures
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that redistribute public gambling revenues ensure that a portion of gambling
losses will be transferred outside of the local economy. Prospects for signifi-
cant local benefits from gambling become more remote as nonresident pa-
trons are removed from the mix.? The associated social costs of these prob-
lem gamblers also remain localized instead of being exported to other
jurisdictions where nonresidents return.

Although the political and economic forces discussed previously may
provide a basis for constraining the expansion of gambling (or at least slow-
ing that growth), jurisdictions with existing casino facilities face other diffi-
culties. To the extent that government officials take steps to address the costs

of problem gambling, they face the prospects of a corresponding decline in

g
government revenues from gambling taxes-—at least in the short run. More-
over, in an environment of interstate competition (which potentially ex-
tends internationally through the Internet), designing and implementing a
more restrictive regu]atcxry system proves daunting. Creatiing a competitive
disadvantage with facilities in neighboring jurisdictions may not seem like a
prudent business choice in an environment where interstate competition—
a casino “arms race”—is under way.

Once casinos become established, inertial forces tend to ensure their
continuity. Significant past investments in infrastructure and jobs, as well as
government reliance on revenues from the industry, encourage preservation
of the status quo. Moreover, the practical reality of reliable campaign con-
tributions cannot be ignored. An industry with cash to spend whose exis-
tence is at the pleasure of the state or local government has a powerful in-
centive to continue giving to support that status.”® Growing economic and
political clout provides a basis for skepticism and suspicion about the degree
of scrutiny that elected officials are willing to turn upon the industry and its
effects on the larger society, even if social costs are being imposed.

Recent events in lowa illustrate this basis for skepticism. In 2004, the
lowa legislature required a study of socioeconomic effects from gambling,
which was to be completed prior to a vote on expanding casino gambling in
that state.’® However, it appropriated only ninety thousand dollars to com-
plete this reseal‘<:hz7—quite a modest expenditure in relation to the more
than $200 million in gamb].ing taxes contributed annual}y to state coffers.
The legislature also expected this work to be done in a compressed time

frame of approximately five months. Such constraints on time and resources
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raise the question of how much the legislators really wanted to learn about
the impact of casinos in their state.

Further intrigue also surrounds this study. A legislative committee initi-
ally selected Per-Mar Security, a firm from Davenport, Iowa, to perform
this research. In doing so, it passed over proposals from academics, includ-
ing those from two state universities. Per-Mar Security later withdrew from
the engagement after local media reported that it had economic ties to the
industry, as it had sold security equipment and provided services to an lowa
casino.’® Legislators, some of whom also received campaign contributions
from this firm, claimed not to know of this apparent conflict of interest.”

An academic group from the University of Northern lowa was ultimately
chosen to complete the study, but only after a considerable delay. Moreover,
the state persisted in approving an $85 million expansion of a casino in
Council Bluffs without the benefit of any results from the st‘u,(i'y.go Such ex-
pansion in the face of uncertainty about the nature and extent of social costs
provides an additional source of skepticism about the extent to which the
public good is being considered by those who regulate the industry.

The current regulatory system has worked effectively during a phase
where growing the industry and enhancing its profitability have served both
government and industry interests. However, it falls short of an ideal sys-
tem, which would sort out those with problem gambling behaviors who im-
pose costs on others while allowing other patrons to exercise freedom in
pursuing their own conception of the good.

Self-selection has not proven effective as a means for exclusion, as those
with gambling problems often don’t respond until after they have experi-
enced significant losses—and likely imposed costs on others. Moreover,
self-exclusion mechanisms ultimately depend on the gambler’s own initia-
tives, which have been known to be faulty. One patron reported gambling
over eighty times after she enrolled in an exclusion program; prior to en-
rollment she had lost over four hundred thousand dollars in personal savings
and incurred thousands more in debt.?!

Technology may now provide an unprecedented means to identify prob-
lem gamblers and to help them control their tendencies. To civil libertarians,
technology may pose a threat that conjures up the image of “Big Brother” in-
truding directly on their personal pleasure seeking. However, one Internet

firm has adopted a software-based solution to monitor gambling patterns and
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to warn those who may be venturing into problem areas, including reckless
betting behavior. These patrons are contacted by an employee described as a
“recovering gambling addict” and counseled to seek help.32 This practice
seems contrary to the short-term economic interests of the casino, which
would presumably benefit from high levels of consumption at all times.

However, such behavior is not uncommon in other business environ-
ments. For example, drinking establishments have been known to cut off
customers who have overindulged. In part, they may do so for altruistic and
noble reasons, such as genuine personal concern for their customer. But the
threat of liability may also encourage this behavior as a self-interested means
to reduce the risk of exposure to penalties or civil claims through the legal
system. In the casino industry, where the fate of the industry may lie in the
hands of government officials moved by political winds, it may also be pru-

dent to consider these longer-term interests.

LITIGATION THREATS TO THE GAMBLING
INDUSTRY: SOME RECENT CASES

As more information becomes known about the nature and extent of prob-
lem gambling, evidence of indifference to these problems, or of the knowing
design of casino environs to take advantage of human weaknesses, could well
shift legal and political winds against the industry. When government offi-
cials are unwilling to impose changes through regulatory channels, litigation
can serve as a catalyst for change. The possibility that casino patrons or those
harmed by problem gambling behavior may pursue claims against casinos or
their affiliated suppliers lurks in the background as a potential future threat
to the industry.

Those who find such a threat implausible should consider recent legal ac-
tions against the tobacco industry. Following complaints brought by individ-
uals, state attorneys general and eventually the federal government sought
redress for harms and costs associated with adverse public health effects as-
sociated with the industry. The fact that the industry was specially taxed and
that the government carefully regulated the sale of its products was appar-
ently an insufficient basis to stop these actions from going forward and pro-
ducing large cash settlements. Government can be a fickle business partner
when it becomes advantageous to do s0.33

As for private claims, class action lawsuits can present a formidable threat
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for any industry. Given the extensive costs to litigate and the prevalence of
the so-called American Rule in requiring each party to bear his or her own
attorney’s fees, an individual plaintiff with a small or even modest-sized
claim for damages would not choose to incur the transaction costs necessary
to obtain redress. Attorneys working on a contingent fee basis could become
interested, however, in the event that multiple claims could be joined to-
gether, thus allowing the potential for aggregate recoveries to justify the
substantial litigation costs.

In Poulos v. Caesars World, Inc.,** the Ninth Circuit considered whether
casino patrons could maintain a class action lawsuit secking damages from
the casino industry. The plaintiffs had lost money playing video poker and
electronic slot machines. They brought a civil RICO claim alleging that the
casinos had “engaged in a course of fraudulent and misleading acts and omis-
sions intended to induce people to play their video poker and electronic slot
machines based on a false belief concerning how those machines actually op-
erate, as well as the extent to which there is actually an opportunity to win
on any given })1&}*.”35

With regard to video poker, the plaintiffs claimed that the electronic ver-
sion of the game did not replicate a random deal from a conventional deck
of cards. The computerized version was, instead, more predictable for the
house, thus giving the house a greater advantage than in a conventional
game36 They similarly claimed that the electronic slot machines were de-
signed to appear similar to their mechanical counterparts, but their results
were also based on computer programming that did not match the odds
from mechanical devices. In addition, they claimed that casinos could also
program the electronic versions to generate “near misses” for patrons, thus
manipulating players by inducing them to believe they had just missed a
jackpot and otherwise inflating the perceived chances of winning.37

Unfortunately for the plaintiffs, the court found that their claims were
not suitable for class certification because of problems with individual proof
of causation. In a civil RICO claim, the plaintiffs must show that a defen-
dant’s conduct proximately caused the in}u1’y.38 For example, a slot machine

player might meet this burden by showing

that the Casinos’ failure to inform players that the electronic slot ma-

chines operate differently than their mechanical counterparts affected
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her decision to play, or that she was influenced by the fact that electronic
slot machines look like traditional slot machines. In turn, this would re-
quire her to establish that she was aware of how the mechanical slot ma-
chines operated, was unaware that the electronic slot machines operated
differently than those machines, and was motivated to play the electronic

slot machine based on her }mow}edge of these factors.>’

Alternatively, a video poker player might show the causal link between the

casino’s conduct and her losses by estabiishing

that she was an ace player in the traditional table poker game and played

the video poker game, at least in part, because she was misled into be-

g
lieving that the video poker and table poker games functioned simﬂaﬂy
and offered the same odds. It is not enough to say “I played the games and

: ” : (
I lost money” or “I didn’t make any money.”*

People gamble for many different reasons, and not every potential mem-
ber of the class would be expected to be able to prove causation in this man-

ner. As the court observed:

[TThere may be no single, logical explanation for gambling—it may be an
addiction, a form of escape, a casual endeavor, a hobby, a risk-taking
money venture, or scores of other things. The vast array of knowledge
and expectations that players bring to the machines ensures that the
“value” of gambling differs greatly from player to player, with some
people playing for entertainment value or for any number of other rea-

sons as much as to win. +

Although the court recognized that some securities cases had been al-
lowed to proceed as class actions without a similar showing of reliance and
causation, it distinguished those cases as involving claims based entirely on
omissions. In this case, the plaintiffs alleged affirmative mislabeling and spe-
cific acts on the part of the casino defendants.** Thus, their class certification
was denied.

The law firm of Lionel, Sawyer, and Collins, which represented casino in-
dustry defendants in this case, issued a statement that this case caused “a col-
lective sigh of relief around the globe as the casinos and manufacturers lo-

cally, nationally, and internationally were able to rid themselves of what



Governing Fortune 258

would have been a time-consuming, multibillion dollar lawsuit.”** The plain-
tiffs” attorneys in this case vowed to fight on with individual cases, though
the damages threat to the industry posed by these cases is undoubtedly less
significant than if a class had been certified.

Other class action efforts on a state level have also proven unsuccessful. In
Kraft v. Detroit Entertainment, 11C* the Michigan Court of Appeals dismissed
a class action lawsuit based on the Michigan Consumer Protection Act and
common law claims of fraud and unjust enrichment. In this case, class mem-
bers asserted that the slot machines they played were deceptive in that they
misrepresented the chances of winning a large payoff by failing to disclose
that the machines were programmed to stop more frequently on spaces with
lower valued payoffs. The expansive regulatory system applicable to gambling
was held to preempt all state law claims against the casino, thus providing ex-
tensive protection for the industry from legal liability. In essence, redress for
the failure to disclose was limited to that which might be provided by the
casino regulators, and the courts would not intervene.

Problem gamblers have also sought to recover on an individual basis for
substantial losses flowing from their gambling behavior. In Merrill v. Trump In-

diana, Inc.,*

a compulsive gambler brought suit in federal court seeking $6
million in damages from a riverboat casino. The gambler, Mark Merrill, was
at the time of the litigation serving time in a federal prison in Florida for
robbing banks, an activity he traced to the need to cover substantial gam-
bling losses at the defendant casino. As the court wryly noted, “Mr. Merrill,
by his own admission, is a compulsive gambler. Like East and West, this is a
twain that should never meet. But it did”*®

Merrill alleged that he had requested that the casino evict him if he
should ever show up to gamble. The casino’s failure to do so formed the basis
for his complaint. Merrill asserted both contract and tort theories under In-
diana law, but the district court dismissed all of them. On appeal, Merrill
focused solely on his tort claims—that is, that the casino had violated a duty
of care or engaged in willful and wanton misconduct by allowing Merrill to
gamble.

For the source of this duty of care, Merrill first focused on regulations
promulgated by the Indiana Gaming Commission that required casinos to
maintain an eviction list. However, these regulations were not enacted until

2000-—after Merrill had incurred his losses. FEven if the law had apphed to
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Merrill, the court refused to create a private cause of action from the reg-
ulation. A violation of the regulation might get the casino in trouble with
the commission, but that did not necessarily form a basis for recovery by an
individual .*’

Merrill also sought to develop a common law basis for a duty, but the
court similarly rebuffed this theory. Though a duty of care exists where the
safety of a casino patron was at issue, those problems were not presented
here. The court found that the closest analogy under common law was the
duty of care that a tavern owner had to protect its patrons. Although Indiana
law might allow a third party to recover for injuries caused by an intoxicated
patron, that patron could not recover from his own injuries.”® Here, the
court assumed that the same rule would apply to a compulsive gambler. As
for Merrill’s claim of willful and wanton conduct, the court rejected it on
the basis that no facts were presented that could lead a jury to find such mis-
conduct by the casino. Thus, Merrill was out of luck; his case was dismissed.

Though the court’s approach in Merrill appears to limit gambler claims
based on their own losses, the analogy between casinos and tavern owners
presents the potential for future claims by third parties injured by compul-
sive gamblers. For example, in Merrill’s case, a bank from whom Merrill
had stolen could have brought a claim against the casino on this theory. Suits
like these face practical barriers, including the difficulty of proving a linkage
between their losses and the casino’s breach of a putative duty. Behavior such
as bank robbery is subject to explanation by other intervening causes, in-
cluding psychological and moral defects unrelated to gambling, Negligence
on the part of claimants may also bar recovery, to the extent that they failed
to prudently guard their own property to protect it from loss.

Nevertheless, common law theories such as this one present the potential
for third parties to recover externalized costs from the industry. As with the
tobacco industry, some commentators have suggested that the gaming in-
dustry may be subject to lawsuits to recover social costs imposed by patho-
logical gambling behaviors on state and local governmvents.49 Though such
lawsuits have not yet materialized in the United States, growing evidence of
the existence of connections between gambling and social costs may well be
cause for concern.

The industry may find that government support is built on financial re-

wards; loyalty can change to the extent that financial rewards can be obtained
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through other means. The tobacco industry certainly discovered this truth.
After years of paying extraordinary taxes on tobacco products and adapting
to government requirements to warn potential customers, it has faced law-
suits by both the federal government and state attorneys general for billions
more on account of perceived harms associated with the legal use of their
product. Given the long-term manifestation period of public health effects
from smoking, proactive changes by the tobacco industry proved too little

too late. The gaming industry may find itself in a more favorable position,

£
with the hope that changes in its practices could have more immediate posi-

tive effects.

CHANGING THE REGULATORY PARADIGM:
A LICENSE TO GAMBLE?

Allowing people to make their own choices—and to suffer the conse-
quences for them-is a politically attractive option. If gambling is just an-
other form of entertainment, then perhaps society ought to be indifferent as
to whether people want to spend their money playing coin-operated slot
machines or video games. However, a closer inspection suggests that these
activities may actually be quite different.

Unlike other forms of entertainment, gambling lacks well-defined boun-
daries for consumption. Although it is possible to overindulge in any activity,
gambling involves spending as a form of recreation that can result in losing
a fortune in a few moments. Gambling losses also appear to have an inverse
relationship to normal consumption patterns: one is unlikely to believe that
enjoyment increases as you lose more money. Moreover, the potential for
addictive behavior that the bells and whistles of electronic slot machines and
similar devices can induce may raise still other concerns, which are not pres-
ent in most other forms of entertainment.,

Our legal and moral traditions recognize that it is entirely appropriate to
constrain behavior that imposes costs on others without their consent. The
well-being of children also weighs heavily on the side of government rein-
forcement of individual responsibility versus the more abstract pursuit of the
good. In particular, the potential for government intervention to regulate the
demand side of gambling, rather than the supply side, merits some attention.

Licensing is an important component of the current regulatory structure.

&
However, licensing focuses primarily on providers of gambling services
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rather than patrons. Licenses are required to operate a casino, and licensing
requirements also extend to casino employees, who must undergo back-
ground checks and maintain a safe distance from those suspected of criminal
enterprises. Licensing is intended to eliminate connections between casinos
and criminal enterprises and to ensure that the state gets its share of the
lucre generated from patrons. In many states, licenses also limit the supply
of gambling services available to the public, which is likely to have positive
effects on casino profits for existing licensees. In contrast, the demand side
remains remarkably free, with the notable exception of proscriptions against
gambling by minors.

A licensing requirement for gambling patrons would not be inconsistent
with restrictions on other activities that potentially impact the community.
Driving a car, owning a handgun (in many jurisdictions), and operating a
restaurant all involve licensing functions that balance competing demands
of personal liberty and public welfare. Moreover, such a concept is not en-
tirely novel. Patron-based regulations extend all the way back to the Ne-
vada frontier. An 1877 Nevada law prohibited gambling by debtors and per-
sons with wives and dependent children.*? Family members were given the

power to inform gambling proprietors of ineligibility, and a misdemeanor

g
criminal sanction was imposed on those who won money from ineligible
gambiers.51

This law reflects the policy judgment that a bachelor miner could wager
his silver with little impact on the economic health of others but that the
person with debt or other support obligations could not. It is unclear
whether this Nevada law significantly affected the incidence of gambling
losses. However, in this era of rugged individualism, the apparent conscious-
ness about the impact of gambling on the social order is remarkable. Instead
of shifting social costs to others through government programs or legal
structures (such as liberal bankruptcy laws), this approach seeks to reinforce
individual responsibility to curtail those costs in the first place. At the same
time, it preserves freedom for those with the capacity to bear these costs
themselves.

Categorical restrictions on access to privileges such as gambling may be
politically controversial, but the constitutional prerogative to impose restric-
tions on access to gambling is beyond serious question. Gambling is not a fun-

damental right.52 As a result, the state can choose to regulate it by imposing
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conditions on access that are rationally related to legitimate state interests. >3
This should allow rather broad discretion in segmenting the patron market if
the government wished to do so, provided that these categories were tailored
toward achieving viable policy objectives.

Some categories would be more easily defensible than others. Relatively
noncontroversial candidates for exclusion might include those receiving
public assistance or those behind on child support payments. Each of these
categories would appear able to withstand the applicable rational relation-
ship analysis. When viewed in economic terms, a wager virtually always has
a negative expected value equal to the house advantage. In the long run,
gambling losses are likely, and those losses potentially displace dollars that
might otherwise be used for beneficial purposes, such as support or main-
tenance of oneself or a minor child. When the state is advancing funds to as-
sist individuals with those needs, restricting the ability to gamble seems ap-
propriately connected to the desired end.

Another possible category might include those who have recently dem-
onstrated financial irresponsibility through filing a bankruptcy petition. A
discharge in bankruptcy allows the debtor to impose costs involuntarily
upon unpaid creditors.”t However, it is unclear whether this classification
could be sustained under current law, which prohibits state discrimination
against a debtor in matters of licensing based solely on the status of filing a
petition in bankruptcy. >> Section 525 of Title IT of the UL.S. Code is designed
to reinforce the “fresh start” purposes of the Bankruptcy Code. The legisla-

tive history expla.ins in part:

The prohibition does not extend so far as to prohibit examination of the
factors surrounding the bankruptcy, the imposition of financial responsi-
bility rules if they are not imposed only on former bankrupts, or the ex-
amination of prospective financial condition or managerial ability. The
purpose of the section is to prevent an automatic reaction against an in-
dividual for availing himself of the protection of the bankruptcy laws.
Most bankruptcies are caused by circumstances beyond the debtor’s con-
trol. To penalize a debtor by discriminatory treatment as a result is unfair
and undoes the beneficial effects of the bankruptcy laws. However, in
those cases where the causes of a bankruptcy are intimately connected

with the license, grant, or employment in question, an examination into
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the circumstances surrounding the bankruptcy will permit governmental
units to pursue appropriate regu]atory policies and take appropriate ac-

tion without running afoul of bankruptcy policy,s 6

A federal bankruptcy court interpreted this provision in a case involving
a debtor licensed as a horse trainer under Maryland racing law who chal-
lenged the loss of his horse training license after filing a bankruptcy petition.
In these circumstances, the bankruptcy court found that it was appropriate
for the state to impose a financial responsibility requirement and that such
requirement was imposed on all trainers whether bankrupt or not. The
court made it clear that enforcement was not a penalty for past irresponsi-

bility but instead was focused prospectively on subsequent behavior.

[The financial responsibility requirement] does not per se preclude one
from obtaining a horse trainer’s license because of impoverishment.
There is no requirement in the rule that one must enj oya certain position
of wealth in order to quality. Second, there is a subtle but important dis-
tinction between requiring a debtor to make good on outstanding debts
(which are dischargeable in bankruptcy) as opposed to requiring k-
censees to demonstrate their prospective financial responsibility as a con-
dition for the granting or renewal of licenses. This rule does not per se
require the debtor to satisfy his outstanding judgments. Third, the prohi-
bition against financial irresponsibility, in conjunction with the others
enumerated above, is reasonably related to the protection and promotion

of the horse racing industry in Maryiand.g’

The debtor in question had substantial gambling debts, as well as unpaid
debts for feed and horses incurred while engaged in the business of being a
trainer. Thus there was ample evidence apart from the bankruptcy petition
itself to question his prospective financial responsibility.

If events unrelated to gambling, such as illness or lost employment, are
the cause of bankruptcy, then excluding all bankrupt debtors from the priv-
ilege of gambling is potentially overbroad. If no future obligation exists to
creditors, excluding the debtor from gambling arguably appears more like a
penalty for past misbehavior than one protecting future social interests.

However, it should be noted that recent revisions to the bankruptcy laws

have modified the extent to which a “fresh start” is available to debtors. Section



Governing Fortune 264

707 of the Bankruptcy Code imposes a new requirement on debtors with cer-
tain minimum levels of income to make payments to creditors out of a portion
of their current disposable income.”® Query whether restricting gambling
privileges for these debtors would satisfy legitimate state interests by support-
ing the future obligation of repayment.

More dubious classifications might involve income testing, in an attempt
to limit gambling to those who could “afford” to lose. Casino gambling in
Great Britain was once limited to social clubs, which could define their own
parameters for membership. > Limiting access to the comparatively wealthy
presumably had some limiting effect on personal hardship from problem
gambling behaviors. A recent proposal for casino gambling in Singapore im-
poses barriers to play by low-income residents in an effort to reduce social
costs but to attract revenues from tourists. This proposal is meeting political
opposition. After all, the rich may also have creditors, and even the poor
have dreams to get “lucky.”

An income cutoff as suggested in Singapore is both over- and underinclu-
sive. If a person with modest income chooses to spend money on gambling
and if that spending does not breach obligations to others, there is no ra-
tional basis to exclude him or her from pursuing an activity that the govern-
ment otherwise defines as recreation. Whether one can gamble without ex-
ternalizing the costs is hardly dependent solely on income, as wealthy
gamblers may also have considerable debt, which is perhaps even larger in

magnitude. As one commentator has written about the Singapore proposal:

The casino doorman will ask: “Tell me your background first. . . . You are
a well-known, but shady, businessman with three companies on the verge
of bankruptcy? . . . In you go sir. The blackjack tables are to your left.” “And
you sir? . . . You've been a hard-working, taxi driver for 15 years? . . . Piss
off, you pe:aa;-:gxnt.”6G

Those with histories of problem gambling present a similar dilemma in
crafting the limits for state action to protect citizens from their own bad
choices. If harm to others becomes the touchstone for intervention, then
a license might be used for the limited purpose of assisting those who wish
help. For example, those seeking treatment could voluntarily surrender
their licenses, thus providing a more robust approach to self-exclusion

than the lists used in some states, which provide no real penalties for a
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casino’s failure to exclude a listed member. Alternatively, the fact that a li-
cense provides a more robust means of tracking patronage could itself pro-
vide a means for intervention before losses mounted. This approach is used
in the Netherlands, where casino staff members will approach patrons
when their visits go up suddenly or when their visits exceed fifteen times
per month.®!

Licensing also offers the potential to internalize other costs within the
gambling community. For example, whether one holds a license to gamble
could be included on a credit report, allowing creditors to segment their
customers and to make sophisticated pricing decisions based on differences
in perceived risks. Losses associated with the gaming segment (such as in the
form of a credit card default) could thus be shared among other gamblers
rather than indirectly imposed on nongamblers. The insurance industry’s
treatment of smokers provides an apt example of this kind of segmented
structuring to permit individual freedom while requiring participants to in-
ternalize the costs of the activity.

Of course, there are enormous practical barriers to a licensing program.
In order to be effective, licensing would require greater dependence on
electronic identification and gaming practices. The industry is already mov-
ing in this direction, as player’s club programs become ubiquitous. Missouri
casinos require that patrons register to enter a casino, a practice that is used
to limit gaming purchases (and thus, indirectly, losses) during each gambling
session. Electronic slot machines and even video lottery terminals could be
programmed to comply with the goal of licensing, Tax reporting and money
laundering concerns could also be addressed in this approach, if the political
will can be mustered to address these concerns.

However, some other barriers must also be overcome. The interstate di-
mensions of modern casino gaming erect one such barrier, as licensing re-
quirements in one state could be circumvented by patrons who choose to
travel to a bordering state without such requirements. The experiences of

Towa and Hllinois in the ear!y 1990s showed the difficulty of imposing gam-

&
bling restrictions in the form of loss limits, as riverboats floated elsewhere
to pursue more lucrative markets without limitations on proﬁt.éz Patrons
also followed, as they chose the kind of experience they wanted-—which was
free from limits on betting and losses. Tribal casinos would also create a

knotty problem for a state-based scheme, as a tribal facility could provide a
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readily accessible alternative to the state-licensed casino imposing a licensing
requirement.

Federal law could also be used to overcome these problems of interstate
competition, but a federal role does not come without difficulty. Privacy ad-
vocates may well become apoplectic over the idea of a government licensing
program of this magnitude, which would require databases to be maintained
at state or federal levels to include those with licensing privileges and those
who are barred from obtaining licenses. However, privacy is but one of the
many Cornpeting values that are irnpa,cjfted in this arena. As recent terrorism
threats have indicated, many citizens are willing to trade privacy for secu-
rity. Such trade-offs may also be politically acceptable here, when doing so
means reinforcing freedom for gamblers and nongamblers alike.

A federal scheme would also have to address a formidable future
threat—that of circumventing government regulation through the Internet.
Absent a comprehensive treaty dealing with Internet gambling providers, a
regulatory scheme based on licensing could potentially be circumvented.
However, this threat must be kept in perspective. Like drug addicts, gam-
bling addicts may well pursue their addictions in realms that are not safe.
But relegating their pursuits to unregulated markets undoubtedly deters
some people from this behavior.

Although licensing would not avoid all of the social costs associated with
legalized gambling, this concept has the potential to reduce those costs
while at the same time safeguarding liberty for those who wish to gamble
and can do so responsibly. From a political perspective, it is hard to argue
for personal freedom when doing so involves the use of public funds de-
voted to the welfare of families and children or when personal obligations
for child support go unpaid. If those kinds of gamblers are contributing sub-
stantially to industry coffers such that removing them threatens the indus-

try’s viability, then perhaps this industry should not be operating.

This book has shown that there are no easy solutions to the problems pre-
sented by casino gambling. The costs and benefits of legalized gambling each
present elements that cannot easily be quantified. The dilemma can be illus-
trated by an encounter that one of us had recently with two gamblers. Both
worked as nurses and had families to support. One of them had been to a

casino before work that morning, where she reported losing four hundred
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dollars. She was visibly depressed, and she commented that she always
seemed to lose when she needed the money the most. The other went occa-
sionally with friends and wagered a total of fifty dollars “until it was gone,”
and she reported having a fabulous time.

Policymakers considering the expansion of legalized gambling should
recognize that the responsible gambler probably represents the majority of
the gambling population. They engage in an activity that apparently gives
them pleasure and seems harmless enough. However, for the minority who
lose more than they can afford, creating convenient access to gambling cre-
ates a significant potential for harm, not only to themselves but also to oth-
ers. Although definitive answers to important questions, such as how much
industry revenue comes from problem gamblers, have not been resolved,
the available data suggest that this minority of the gambling population is
providing a significant portion of the revenue. This presents a dilemma for
jurisdictions where local gamblers are the primary source of patronage.

As Nelson Rose, a prominent academic commentator, observed more
than a decade ago, “Throughout history, every society that has allowed casi-
nos to cater to local customers has eventually outlawed gambling.”a3 Profes-
sor Rose predicted a future crackdown on gambling to the extent that local
populations become the source for gambling dollars.®* This prediction has
not yet come true in many jurisdictions. However, it may explain the reti-
cence to expand gambling in other jurisdictions, where policymakers are
not content to look solely at the positive side of the ledger.

In jurisdictions with significant gambling investments, the prospects of re-
turning to a 1‘egime of criminal proscription are remote. As in the ancient
myth, the contents of Pandora’s box could not be returned once they had
been released into the world. However, it should be remembered that this
box also contained hope. If casino gambling is to persist, then regulators must
address the serious problems it creates, even if that means that casino profits
and state tax revenues suffer as a result. Informed citizens will be indispen-
sable in ensuring that government officials are held accountable in this area.
Continued attention from the academic community in addressing the critical
questions presented by legalized casino gambling will play a vital role in sort-

ing out the truth and brmging it to Eight. Governing fortune is hard work.






NOTES

CHAPTER 1

1. See Tue DeveropMeENT OF THE Law or Gamsring: 17761976 at 3—4
(1977) hercinafter DEveLopMENT OF THE Law oF GamsLiNG]. This study was
commissioned by the National Institute of Law Enforcement and Criminal Justice,
Law Enforcement Assistance Administration of the United States Department of
Justice, under the Omnibus Crime Control and Safe Streets Act of 1968. Much of
the historical material in this chapter is drawn from this extensive and thorough
work.

2. Id. at 4-5.

3. Seeid. at 5-7.

4, Seeid. at 67,

5. Seeid. at 7-13.

6. Seeid. at 12,

7. id. at 12,

8. Id. at 13-16.The titles are instructive. The Statute of Charles Il (1664) was
entitled “An Act against deceitful, disorderly, and excessive gaming,”id. at 13, while
the Statue of Anne (1710) was entitled “An Act for the better preventing of exces-
>id. at 15.

9. Id. at 16-17. Half the damage award would go to the plaintiff, the rest to

sive and deceitlul gaming;
the poor. Id. at 17. It is uncertain how the poor’s share was actually administered.
At this time, ten pounds was not an insubstantial sum, as it represented more than
two hundred times the daily wages of common laborer (i.e., one shilling). See id. at
17 n.41.

10. Id. at 18,

11. Seeid. at 33.

12. Seeid. at 30.

13, See id.

14. Seeid. at 41.

15. Seeid. at 41-42.

16. Seeid. at 43.

28g



Notes to Pages 3-6 270

17. 1d. at 48.

18. Seeid. at 127-33.

19. Seeid. at 132.

20. Seeid. at 46-47.

21. Seeid. at 24244,

22. Seeid. at 243.

23, Id.

24. See Ronald L. Rychlak, The Introduction of Casino Gambling: Policy and Law, 64
Miss. <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>