Internet Sweepstakes Cafes:
Unregulated Storefront Gambling in the Neighborhood

Executive Summary

In recent years, thousands of “Internet sweepstakes cafes” have sprung
up in storefronts, gas stations and convenience stores in more than a dozen
states. Carefully designed to take advantage of state sweepstakes laws and
to avoid state antigambling laws and gambling licensing restrictions, the
Internet sweepstakes cafes are estimated to earn more than $10 billion a
year with games that closely mimic the experience of traditional slot and
video poker machines. The cafes advertise and sell a product — usually
Internet time or long-distance telephone minutes — that the gambler does
not actually want. Along with that unwanted product, the customer receives
a supposed bonus of “entries” in the Internet sweepstakes. With those
entries, the customer can participate in Internet-based games at the cafe’s
specially-programmed personal computers. Based on a random allocation
of winning and losing entries, the customer may or may not win cash prizes
through those games. According to the cafes that are reaping unregulated
profits, this elaborate masquerade is not gambling, but a sweepstakes.
According to every appellate court that has decided a case involving similar
games, it is incontestably gambling.

Nevertheless, through aggressive litigation tactics and high-powered
lobbying at state legislatures, the cafes have managed to forestall effective
law enforcement against them in many jurisdictions. The result is that
many neighborhoods now house gambling venues that are free of the
legal restraints that Americans have traditionally demanded for gambling
businesses:

» Cafe owners and managers are neither licensed nor subject to
criminal background checks.

» No one regulates the fairness and integrity of cafe games.
* The results of cafe gambling are not reported publicly.

» Cafes siphon gambling revenue from state lotteries and state-
licensed gambling businesses such as commercial casinos and
racetracks, thereby reducing the funds that go to public education,
health and social programs.
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* Yet cafes pay no gaming taxes whatever.

» Cafes need not exclude underage gamblers, nor are they required
to give their customers information about compulsive gambling
counseling options.

The viral growth of Internet sweepstakes cafes marks a signal failure
of public policy. State legislatures and law enforcement officials should
eliminate these unregulated gambling venues, which injure publicly-
approved forms of gambling and reduce their contributions to essential
public programs.

Introduction

Every day, Internet sweepstakes cafes — storefront operations
that provide slot-machine-like gambling through specially-programmed
personal computers — are challenging the rule of law in strip malls
and neighborhoods across the country. At thousands of locations, those
cafes attempt to pass off their gambling businesses as innocuous product
promotion, claiming they are no different from sweepstakes offered by
major consumer companies like Coca-Cola and McDonald’s. Yet Internet
sweepstakes games replicate the look, sound and feel of slot machines.
Virtually all customers pay for the opportunity to play them — sometimes
paying thousands of dollars — and win prizes based on the laws of chance.
Many local law enforcement agencies have attempted to close down the
sweepstakes cafes in their communities, meeting with some successes and
some failures. The failures derive from several sources. Some lower court
judges have misunderstood the cafes’ legal arguments, including the claim
that anti-gambling laws unfairly restrict their constitutional right to free
speech. In other instances, statutes have proved an awkward fit for new
technologies and business practices ingeniously crafted to skirt the law.
Also, the widespread nature of the Internet sweepstakes phenomenon often
makes localized enforcement inadequate to the task. In these circumstances,
state governments should aggressively exercise their traditional powers to
control which gambling businesses may operate, to insist that gambling
businesses meet strict regulatory standards, and to ensure that they pay
appropriate tax rates.

The threat from Internet sweepstakes businesses can be framed by
considering the responsibilities those businesses do not have to meet in
most communities where they operate:

» Their owners and principal managers are not licensed by any
public agency, so they are not subject to criminal background
checks or investigation as to their business integrity.

* Their games and programs are not subject to any meaningful
public oversight to ensure that they are fair to customers. If a
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customer believes she has been cheated, there is generally no
public agency to which she can complain.

» They are not regulated by local zoning ordinances, so in many
communities they may locate in any retail or commercial district.

» They need not report their results to any public entities.

* They have no obligation to exclude underage customers from
gambling.

*  When customers have difficulty controlling their gambling, the
cafes have no obligation to provide information about treatment
options.

» They do not pay gaming tax at the level that a commercial casino
or other publicly-licensed business would have to pay.

That last point bears further consideration. Internet sweepstakes
cafes can be established with minimal capital investment, yet they siphon
billions of consumer dollars away from state lotteries and those licensed
and regulated gambling businesses that statutorily provide funding for
public education, health care and programs for the elderly.

Because Internet sweepstakes cafes are largely unregulated, statistics
about their true dimensions are difficult to assemble. Nevertheless, this
paper presents the information that is publicly available in addressing the
following five questions:

1. What are Internet sweepstakes cafes and how do they operate?
How many of them are operating and what are their revenues?
Do they offer gambling?

What is the status of law enforcement efforts against them?

wok wn

What public policies should apply to Internet sweepstakes cafes?

What are Internet Sweepstakes Cafes
and How Do They Operate?

Although thousands of Internet sweepstakes cafes follow business
models that may vary in small ways, their basic elements have been
described in numerous court cases and journalists’ reports.! The cafe is
ordinarily a storefront, though some are wedged into gasoline service
stations and convenience stores. They prominently advertise “Internet
sweepstakes” both outside and inside. The facility includes a control area
where employees operate and receive payments. Personal computers are
ranged in rows on tables for the customers. The number of computers may
range from only a few to over 100. Some cafes offer free food and drink
to prolong customers’ play.
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The product ostensibly for sale is usually long-distance telephone
time or Internet access time, but that ostensible product is often not even
discussed with customers. Instead, the cafe employee carefully explains
that customers receive a specified number of “entries” into the Internet
sweepstakes. In many versions of Internet sweepstakes, $1.00 earns the
customer 100 entries. In those instances, the customer ordinarily can
acquire her first 100 entries (worth $1.00) for free, a feature of the business
model that is intended to shoehorn the cafes into the definition of legal
sweepstakes. In some cafes she can simply request those free entries;
others require that she mail away for them. Those cafes that award the 100
free entries on the spot will make only one such award per day to each
customer.

The customer can discover the outcome of the sweepstakes in one of
three ways. She can ask the cafe employee to determine for her whether her
entries yield any prize money. Alternatively, the customer can use, for free,
one of the computers for that purpose. At the computer, the customer must
either enter a unique access code or swipe her card to determine whether
she has won. In finding out that information, she can choose between
a “simple reveal,” which instantly discloses any prizes, and a program
that discloses the outcome after simulating the sights and sounds of slot
machines (for example, spinning wheels with different types of fruit or
characters) or video poker play (such as dealing cards). The “games” have
themes similar to slot machine games, such as “Lucky Larry Leprechaun,”
“Blazing 7s” or “Pot of Gold Poker.”2

Customers may interact with the games they play — for example,
by stopping the spinning wheels at a certain point. Those interactions,
however, have no impact on whether they win or lose. (One commentary
describes the games as “pseudo-interactive.”)3> The outcome is determined
by a randomized allocation of sweepstakes prizes that was performed
according to a program connected to the issuance of the card or access
number; the computer only “reveals” that outcome.

The computer records the player’s wins as additional entries or points
with which she can continue to play. The player determines the size of each
win by choosing how many “lines” to play per spin; some games permit
play on as many as 45 lines. By playing more lines at a time per play, the
customer can multiply the value of any win but also increases the deduction
in her entries if she loses. Customers may purchase additional entries either
directly at the computer or from the cafe employee. Customers routinely
spend several hours at a sweepstakes cafe. If the customer has a positive
balance when she leaves, she can redeem those entries for cash.

Through different means, the storefronts make the Orwellian
proclamation that the activity on their premises is not gambling. This
message may be embodied in posters on the window that state “You are
not gambling!” It may be asserted in a waiver form that the customer must
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sign before using a computer. Despite these protestations, sweepstakes
games are designed to replicate the experience of gambling and the screens
seen by players mimic slot machine screens, featuring “paytables” and
“paylines,” along with multiple “win lines” to which players may apply
“multipliers.”4

No state currently regulates Internet sweepstakes cafes, though a
number have expressly banned them. In many jurisdictions, an operator
need simply acquire a business license from the local government. A
few local governments have enacted their own bans, or approved special
fees for Internet sweepstakes cafes, which range from $1,000 to $7,500
per year, along with annual per-machine fees of $100 to $600.5 As the
cafes have proliferated, their operations have matured, adopting more
sophisticated and more casino-like marketing. For example, many offer
free food and drink to encourage customers to remain on the premises, and
some are rolling out customer loyalty programs.

Despite the cafes’ insistence that they do not offer gambling, some
of their customers seek counseling to control their gambling at cafes, as
reported by the Florida Council for Compulsive Gamblers. Cafe customers
who want treatment for gambling problems must find it on their own;
unlike licensed gambling businesses, the cafes have no obligation to make
available information about treatment resources. Similarly, the cafes have
no legal obligation to exclude customers who are under the legal age for
gambling or who might wish to self-exclude from the gambling venues.6

How Many Internet Sweepstakes Cafes
Are Operating And What Are Their
Revenues?

Because Internet sweepstakes cafes are almost entirely unregulated
businesses, no central repository of information tracks how many are in
operation or what revenues they generate. From pieces of information
available from different states, it looms as a multi-billion dollar industry.
One supplier of Internet sweepstakes systems, Hest Technologies of Texas,
claims to have installed 4,000 terminals for its systems. Another supplier,
Figure Eight Technologies of North Carolina, claims to have equipment at
2,000 installations. Citizens in Florida are estimated to spend more than
$1 billion a year at Internet sweepstakes cafes.” A 2011 report in
Business Week magazine estimated that between 3,000 and 5,000 Internet
sweepstakes cafes were operating then, and that a search on Google Maps
identified 2,823 such facilities in North America.8

In at least three states, Internet sweepstakes cafes were widespread
by 2013. Seven hundred eighty-two had registered with the Ohio
Attorney General’s office, 79 in Cuyahoga County alone. Florida was
widely estimated to have more than 1,000 such storefront operations.
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And an informal survey in North Carolina found 34 facilities with 1,140
computers, or an average of 34 computers per location.9 Law enforcement
efforts have found Internet sweepstakes cafes operating in at least 20 other
states, including Arkansas, California, Colorado, Connecticut, Georgia,
Hawaii, Illinois, Indiana, Louisiana, Maryland, Massachusetts, Michigan,
New Hampshire, New Jersey, New Mexico, New York, Pennsylvania,
South Carolina, Texas and Virginia.l0 Even Utah, the most anti-gambling
state in the nation, found Internet sweepstakes cafes within its borders.!1

Estimating the revenues of Internet sweepstakes cafes is problematic.
In a deal with the Oklahoma Attorney General, the owner of a firm that
supplied software to Internet sweepstakes cafes forfeited $3.5 million which
the state described as “laundered proceeds™ of the business, International
Internet Technologies. Recently, two Internet cafes in Massachusetts
paid $750,000 to the state to represent their profits, though the settlement
announcement did not indicate over what period of time those profits
were earned.!2 In recent raids on only two cafes, New Jersey authorities
seized $60,000 in cash. The County Prosecutor of Cuyahoga County,
Ohio, has stated that a single vendor of Internet sweepstakes systems (VS2
Worldwide Communications of New Jersey) earned $48 million in profits
from February 2008 to May 2012.13 A leading consultant to the Internet
sweepstakes industry estimated last year that its annual revenues are at
least $10 billion. He also reported that each terminal generates between
$1,000 and $5,000 per month.14

The best financial snapshot of a single Internet sweepstakes cafe
comes from the analysis of the financial reports for a single location in
Palm Harbor, FL. The financial reports covered six weeks of operation
from June 1 to July 15, during which the cafe sold telephone access time
at 3 cents per minute; customers purchasing telephone time also received
sweepstakes entries. The analysis of this report determined that:

* Of 640 customer visits, on 171 occasions the customer purchased
at least $100 of telephone time; $100 translated into more than 55
hours of telephone time,

» Twelve of those customer visits involved the purchase of more
than $1,000 of telephone time, or more than 550 hours.

* One customer purchased more than 231,000 minutes of telephone
time, or almost 4,000 hours. To use that telephone time, the
customer would have to talk on the telephone — nonstop, 24
hours per day — for more than 160 days.

A New Mexico case found a similar pattern of customer indifference
to the product supposedly being sold by an Internet cafe; the cafe sold
140,000 hours of Internet time, but customers used only 330 of those
hours, or less than 0.25%.15

In a Hawaii case, the owners of a sweepstakes café argued that its
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patrons played the seventy-seven onsite computer terminals to receive
discount coupons that could be redeemed online for commercial products.
A federal court ruled in April 2014 that the patrons had little to no interest
in those coupons and rarely redeemed them, but rather used the computer
terminals as gambling devices.16

Some Internet sweepstakes cafes have associated themselves with
charitable purposes. For example, in a Florida lawsuit challenging the
state’s antigambling laws, the first plaintiff listed was a cafe sponsored
by a veterans’ organization; the for-profit suppliers of the sweepstakes
equipment and other cafe owners are listed thereafter. (A federal
investigation later concluded that the “charity”” had funneled virtually all of
the $300 million in revenue to the individuals who formed and ran it, with
only a pittance going to the veterans’ programs it claimed to sponsor.!7) In
Columbus, Ohio, the Guiding Light Spiritualist Church opened an Internet
sweepstakes cafe in its building. A New Hampshire storefront claimed it
was a donation center for charities though it never explained how that was
related to its sweepstakes business.!8

The cash at Internet sweepstakes cafes, which are often small and
isolated establishments, attracts the attention of robbers. In a single month
— July 2012 — at least two violent robberies were reported at North
Carolina cafes and a 71-year-old customer at a Florida cafe opened fire
on two robbers and wounded them both.19 The cash attracted by Internet
sweepstakes cafes also is finding its way into the political process through
direct candidate contributions and the hiring of lobbyists to head off
legislative restrictions.20

Do Internet Sweepstakes Cafes Offer
Gambling?

In claiming that the cafes are not involved in gambling, their advocates
offer two types of arguments. First, they appeal to everyday experience
with the sweepstakes mounted by major consumer companies like
McDonald’s and Coca-Cola. As one California cafe manager said, “On
your coke and your fries, you get sweepstakes tickets.” The same, he
argued, was true for the Internet time and phone cards he sold.2! The cafes
also employ a highly legalistic argument based on the traditional legal test
for whether an activity is gambling, which asks if the customer, in order
to gain an advantage (a “prize”), pays something (“consideration”) for the
possibility (“chance”) of winning. Internet sweepstakes advocates insist
that their activity involves neither consideration nor chance.22

Every appellate court that has decided these questions has concluded
that both types of argument are wrong.

First, there are crucial factual differences between a McDonald’s
sweepstakes promotion and the offerings at an Internet sweepstakes cafe,
as illustrated by the following analysis:
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Traditional Sweepstakes Internet Sweepstakes

Duration A traditional sweepstakes promotion is For Internet sweepstakes cafes, the
a limited-term event designed to attract sweepstakes games run perpetually,
consumer attention to a product or a and are the reason the business exists.
business, and ordinarily expires after a few
weeks or months. Because they are of limited
duration, most states have exempted them
from general bans on gambling.

Promotion [N a true sweepstakes promotion, the Internet sweepstakes cafes essentially
company seeks to increase consumer ignore their supposed products (online time
awareness of its products and, ultimately, to and phone cards). Signage promotes the
increase sales of those products — such as sweepstakes, not the supposed products.
hamburgers, soft drinks and the like. Customers rarely use the supposed

products, often amassing gigantic totals of
unused telephone minutes or Internet time.
Cafe employees often do not mention the
supposed products to new customers.

Reward The prizes offered represent a trivial share Internet sweepstakes cafes ordinarily
of the revenue earned by the company, pay out in prize money more than 80% of
because the sponsor’s business is selling its | their revenues; notably, slot machines at
other products, not offering a sweepstakes. commercial venues also pay out between
Indeed, the odds of winning the sweepstakes | 85 to 95 percent.
are so remote that few customers purchase
the basic product in order to have a chance
at the sweepstakes prize.

For all of these reasons, no appellate court has found that the games
conducted by Internet sweepstakes cafes bear any significant resemblance
to traditional sweepstakes.

Moreover, Internet sweepstakes cafes plainly satisfy the three-
part legal test for gambling. Even cafe advocates concede that the cafe
customers receive prizes, thus satisfying the first leg of the legal test. They
insist, however, that the customers do not pay any consideration for the
sweepstakes “entries” they play on the computers. Rather, cafe advocates
contend that the customers are truly buying Internet minutes or telephone
minutes, and simply accept the sweepstakes entries as a bonus. The New
Mexico Court of Appeals recently explained the error in this claim when it
held the trial evidence was sufficient to convict a cafe operator on illegal
gambling charges. Pointing out that the cafe paid most of its revenues as
prize money and that most customers were entirely uninterested in the
Internet time they received, the court concluded:

Defendant’s cafe operation was structured as a guise for
commercial gambling. Based upon these facts and the
casino-style display of Defendant’s ongoing sweepstakes
promotion, ... the controlling inducement for the monies
being paid by customers for Internet time was in fact
consideration to participate in a lottery that was disguised
as a legitimate business promotion.?3
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Other appellate courts have reached the identical conclusion on
similar facts. In March 2013, the Ohio Court of Appeals affirmed criminal
convictions against two cafe operators in Cuyahoga County. The appellate
court impatiently swept aside the defendants’ claim that their customers
truly bought Internet time or other business services, and that they thus paid
no consideration to play the computerized sweepstakes games. “The justice
system is not some lumbering oaf,” the court wrote, “who must ignore
the patently obvious gambling scheme apparent here simply because of
a contrived separation between consideration and the scheme of chance.
By advertising these businesses as casinos, appellants obviously intended
gambling to occur on their premises. They should not be surprised that
law enforcement and the jury saw these same things and found sufficient
evidence of gambling.” A California appellate court struck a similar note in
March 2014, holding that the computers at Internet sweepstakes cafes are
illegal slot machines under that state’s laws. The unanimous court found
that ““all the trappings and experiences involved in playing traditional slot
machines are actualized in one form or another by defendants’ sweepstakes
software systems and networked computer terminals.”24

In a 2006 decision, the Alabama Supreme Court concluded that the
sale of Internet time was a masquerade, and that customers were paying to
play an associated sweepstakes game on dedicated terminals. The Alabama
court stressed the uncontested factual finding that few customers cared
about the Internet time they acquired, which meant that their payment
(consideration) was to play sweepstakes games. The U.S. Court of
Appeals for the Fifth Circuit reached a similar decision in August 2012;
the appellate court stressed the trial evidence that “the sale of Internet time
at the defendants’ cafes was an attempt to legitimize an illegal lottery”:
customers did not use the Internet time that ostensibly was the cafe’s
main product; over two months, the cafe generated only $400 of sales of
services other than sweepstakes; and the court emphasized the “casino-like
atmosphere at the cafes, complete with tinted windows and free food and
drink.”25

Some cafe advocates also point to the ability of customers to acquire
a very limited amount of free sweepstakes entries — $1.00 worth in many
current sweepstakes games — as proof that they pay no consideration.
The National Indian Gaming Commission in 2003 rejected a similar claim
concerning the play of a phone card sweepstakes machine (a technological
ancestor of today’s cafes), stressing that although a few games could be
acquired for free, “virtually all of the games are played in the traditional
way: a player pays by inserting a bill.” The Texas Court of Appeals
similarly rejected that argument when it was offered to justify the sale of
phone cards that were linked to play on a gambling machine. The Texas
court found ample evidence that the defendant “structure[d] the business to
entice players to exchange money for chances to pay, which they did; and
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that the telephone cards were not the primary subject of the transaction, but
mere subterfuge.”26

When they try to deny the role of chance in their sweepstakes games,
cafe advocates emphasize that whether the customer wins or loses is
already determined at the moment the customer acquires her swipe card
or access number.27 Even if the customer plays the sweepstakes game on
the computer, the argument goes, nothing about the playing of the game
changes the predetermined outcome.

In making this hyper-technical argument, cafe advocates seize on a
feature of the games which does not support their contention. That the
random allocation of wins and losses is performed before the player
acquires her phone card or access number in no way changes the
randomness of those outcomes, which are still the result of “chance.”
Indeed, in one lawsuit the cafe submitted a sworn description of its product
that drives this point home (emphasis added):

Each finite self-replenishing pool associated with the
Gateway Sweepstakes system is pre-created, containing
sweepstakes entries with assigned prize values. These pre-
created sweepstakes entries are randomly selected from
the static self-replenishing pools without replacement,
until the entire pool has been exhausted.?$

Because the cafes do not report their operating practices or results to
any public regulator, of course, we do not know what percentage of the
amount spent on the games is returned in prizes, nor how much money that
actually involves.

The claim that chance plays no role in Internet sweepstakes games
has never prevailed with an appellate court. As the Mississippi Court of
Appeals explained in a recent en banc ruling, “the element of chance is
considered from the player’s point of view,” and the consumer purchasing
the telephone card was engaged in a game of chance because she “did
not know whether the card contained a winning or losing sweepstakes
points.”29 In other words, the customer is making a gamble. The
Mississippi court’s emphasis on the player’s point of view is reinforced
by a separate phenomenon — that customers at Internet sweepstakes cafes
seek counseling to help them control their gambling at the cafes. Internet
sweepstakes games are not only designed to deliver the experience of
gambling, they plainly do so.

Because Internet sweepstakes cafes are selling games that involve
prize, consideration, and chance, the cafes are engaged in the business of
gambling.
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What is the Status of Law Enforcement
Efforts against Internet Sweepstakes Cafes?

Some local law enforcers have made it a priority to shut down the Internet
sweepstakes cafes, while others have not. Police in several states — such as
Virginia, New Jersey, New Mexico, and Texas — have encountered little
difficulty in their efforts. A recent series of arrests in Texas targeted the senior
executives of Hest Technologies, a major supplier of Internet sweepstakes
systems.30 In December 2012, the California Bureau of Gambling Control
issued an Advisory announcing that Internet sweepstakes cafes are “illegal
gambling operations” under California law, and pledging to assist California
law enforcement agencies in prosecuting Internet sweepstakes cafe operations.
This pledge was reinforced by legislation banning Internet sweepstakes cafes
that was signed into law in September 2014.31

In a dramatic sweep in March 2013, federal and Florida state agents
arrested fifty-seven people associated with dozens of Internet sweepstakes
cafés in that state operated by the Allied Veterans of the World & Affiliates,
which purports to be a charity. The sweep, called Operation Reveal the Deal,
also netted the principal of an Oklahoma business that provided software
for the operation. Of roughly $300 million taken in by Allied Veterans,
according to public accounts, two percent went to charity. Those arrested
were charged with multiple felony counts of illegal gambling, operating
illegal slot machines, money laundering, fraud, and racketeering. By court
order, 292 bank accounts holding more than $64 million were frozen. The
sweep inflicted a political casualty, as well. Florida Lieutenant Governor
Jennifer Carroll resigned from office the day after law enforcement agents
interviewed her in connection with the investigation. Her public relations
firm worked for Allied Veterans in 2009 and 2010, while she served in the
state legislature.32

Of the nearly 60 individual defendants charged in Florida’s Allied
Veterans’ prosecution, the majority have pled guilty in return for sentences
that did not involve jail time. The Jacksonville lawyer who designed the
business model for the internet sweepstakes cafes, Kelly Mathis, was tried
and convicted on 103 felony charges and has been sentenced to six years in
jail. Charges remain pending against some other individual defendants.33

In the summer of 2012, a multi-front legal war erupted in the Cleveland
area when a Cuyahoga County grand jury indicted 10 individuals and seven
companies involved in the Internet sweepstakes cafe business, charging them
with 70 counts of violating Ohio’s gambling laws. Some of the defendants
struck back, filing a civil suit that sought to restrain the county prosecutor
from pursuing those charges. The local judge, in a finding contrary to every
appellate decision on the question whether Internet sweepstakes cafes
are engaged in gambling, entered the requested injunction, writing that
“the business activity is not gambling.” Similar rulings were entered by a
Toledo municipal court in 2009, though an Akron municipal court entered a
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conviction on similar charges in the same year.

Enraged that a trial court would enjoin a criminal prosecution — an
order that is disfavored in the law — the Cuyahoga County prosecutor
filed his own action against the trial judge, demanding that the Ohio
Supreme Court enjoin her from enforcing her orders.34 The state attorney
general has joined the county prosecutor in that lawsuit, which has not
yet been resolved. In the midst of the courthouse donnybrook, the Ohio
legislature adopted a one-year moratorium on the opening of new Internet
sweepstakes cafes, stalling for time while it tries to figure out what to do
about the almost 800 already open in the state.

In early June 2013, Ohio Governor John Kasich signed into law new
legislation (HB 7), which will impose a ceiling of $10 on the payouts
that can be made by Internet sweepstakes cafes. The new requirement,
which will take effect in September, is expected to force the shutdown of
the more than eight hundred Internet sweepstakes cafes in the state. The
cafe operators mounted an expensive referendum drive to repeal the anti-
cafe legislation, but failed to collect the necessary signatures. The state’s
action followed an investigative report by the Columbus Dispatch that a
majority of the cafes in Ohio flouted a requirement that they provide full
business information to the state attorney general, while barely 20 percent
of the Ohio cafes identified the people who own and operate them. The
owners of the company that provided software for many of Ohio’s internet
sweepstakes cafes entered guilty pleas to criminal misdemeanors in
October 2013. They paid fines totaling $14,000 and forfeited $615,000.35In
addition, a March 2013 appellate ruling affirmed criminal convictions of
cafe operators, while three individuals and two corporations pled guilty
to criminal racketeering and gambling charges for supplying the software
used by Cuyahoga County Internet sweepstakes cafes. The convicted
defendants also agreed to cease operating in Ohio.36

A comparable stalemate recently broke up in North Carolina, where
Internet cafe owners pursued a novel legal strategy: to claim that their
businesses are engaging in protected First Amendment speech that cannot
be shut down under state anti-gambling laws. Because the state statute at
issue barred the promotion of sweepstakes that employ an “entertaining
display,” the sweepstakes advocates claimed a constitutional right to link
those displays to sweepstakes. A divided panel of the North Carolina
Court of Appeals accepted this argument in March 2012, which briefly
encouraged sweepstakes cafe owners to press the argument in other
jurisdictions. On December 14, however, the North Carolina Supreme
Court unanimously reversed the lower court decision and reinstated the
state anti-sweepstakes law. Holding that the statute “primarily regulates
noncommunicative conduct rather than protected speech,” Justice Robin
Hudson ruled that the cafe operators could not “‘skillfully disguise[]’
conduct with a facade of speech to gain First Amendment protection.”’

Following the state Supreme Court ruling, a number of local law

12 AMERICAN GAMING ASSOCIATION WHITE PAPER



enforcement agencies began to shut down North Carolina’s Internet
sweepstakes cafes. In Waynesboro, the manager of a cafe was convicted
of violating the statute but promptly appealed his conviction. State v.
James Locker, (Morris County District Court). Cafe operators responded
aggressively to muddy the picture, arguing in court that the state statute
does not reach machines that have been modified to comply with the state
law. On that theory, two defendants have been acquitted in district court
cases in Catawba and Macon Counties, and a lawsuit in Macon County
seeks an injunction declaring that specific machines do not violate the
North Carolina statute. Until there is a further definitive ruling from an
authoritative state court, these disputes are likely to continue.38

Local law enforcement agencies in California have been fighting
to close down numerous cafes in that state. In the Bakersfield area,
prosecutors won a civil injunction ordering the closing of a dozen or so
Internet sweepstakes cafes, while similar lawsuits are pending in Oakland
and Hayward in the San Francisco Bay area. In January 2014, the City of
Los Angeles brought a lawsuit against a North Carolina supplier of the
gambling systems provided to Southern California cafés, asking for an
injunction barring the use of those systems.39

Cafe advocates have raised the First Amendment argument in pending
cases in Florida, Ohio, South Carolina, Arkansas, and Pennsylvania, but
without notable success yet.40 Two federal district judges in Florida and
one in Pennsylvania have considered the free speech claim and rejected
it. In Allied Veterans of the World, Inc., Affiliate 67 v. Seminole County,
an Orlando judge refused to grant a preliminary injunction against
enforcement of a county ordinance which banned “simulated gambling
devices.” Because the ordinance “regulates conduct rather than speech,”
the court denied that the ordinance is a content-based restriction on speech
and also is overbroad. “The Ordinance in no way prohibits access to the
Internet,” the court explained; “it only regulates the simulated gambling
devices.” When the cafe owner appealed the ruling, the U.S. Court of
Appeals for the Eleventh Circuit affirmed the trial judge. Another Florida
federal judge and one in Pennsylvania reached the same conclusion in
cases filed by other cafe owners.4!

Despite these pro-enforcement outcomes, prosecutions of Internet
sweepstakes cafes in Florida have encountered obstacles. As detailed in a
lawsuit filed by an Internet cafe owner, officials in Marion County brought
several prosecutions in 2009, but after pro-defendant verdicts in two cases,
they elected to dismiss charges against twelve other defendants.42

Several state legislatures have acted to support law enforcement by
adopting new laws designed to address the sweepstakes cafe phenomenon.
In March 2013, the Mississippi Legislature adopted a law declaring that
Internet sweepstakes cafes represent illegal gambling activity in that
state. The new law bars any person from offering a “simulated gambling
program” on an “electronic video monitor” in return for direct or indirect
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consideration “including consideration associated with a product, service
or activity other than the simulated gambling program.” Ironically,
Massachusetts recently adopted legislation patterned on the North Carolina
statute that was found to violate the First Amendment. In late June, 2013,
New York adopted a ban on electronic sweepstakes games. Ironically, both
New York and Massachusetts have used the term “entertain display” to
help define the banned games, even though that term evidently confused
the North Carolina courts when they ruled initially on the cafes First
Amendment theory. Nevertheless, both the North Carolina Supreme Court
and the Florida federal courts properly pointed out that the state laws ban
conduct — gambling — that cannot claim First Amendment protection.43
In the first half of 2014, Connecticut and Louisiana enacted bans on
sweepstakes cafes that generally followed the Pennsylvania statutory model,
as did California.#4

The Pennsylvania Legislature took a more promising approach in recent
legislation barring citizens from offering a “simulated gambling program”
in return for “direct or indirect consideration, including consideration
associated with a related product, service or activity.”#> The Pennsylvania
legislation properly focuses on the activity it prohibits: providing a
“simulated gambling program” in return for consideration. That course
should make clear that the law addresses conduct only, not expression.
In 2012, the Georgia Legislature also adopted a flat prohibition against
Internet sweepstakes cafes. The Georgia legislation defines as an unlawful
lottery any game of chance played on a computer, or any “no skill game”
played for “cash, other consideration, other evidence of winnings, or other
noncash prizes by lot or in a finite pool on a computer, mechanical device,
or electronic device.”46

What Public Policy Should Apply to
Internet Sweepstakes Cafes?

The analysis in this paper yields some basic conclusions:

First, Internet sweepstakes cafes are in the gambling business, as
concluded by every appellate court to review that question.

Second, in most communities in which they currently operate, cafes
are subject to no regulation (i) of the background and integrity of owners
and managers, (ii) of the fairness of the games they offer, (iii) requiring the
exclusion of customers who are too young to go to licensed commercial
gambling venues, (iv) imposing special zoning standards or (v) requiring
that information be provided about counseling and other treatment options
available for those unable to control their gambling.

Third, cafes do not pay any special gaming tax of the type that applies
in every state to commercial casinos, racetracks and other state-licensed
gambling businesses.
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Fourth, they have experienced viral growth throughout the country;
because their businesses require so little investment, they can open swiftly
and inconspicuously in many communities.

Fifth, because they now enjoy commanding market positions in many
communities, as well as annual revenues estimated to exceed $10 billion,
the sweepstakes cafes are siphoning off revenues from state lotteries and
state-licensed gambling businesses that employ thousands and make major
capital investments. That reduces revenues from lotteries and gambling
taxes, which reduces the education, health and environmental programs
they support.

Sixth, because of their commanding market positions and large
revenues, the sweepstakes cafes spend heavily to protect their uniquely
favored position as a largely unregulated and undertaxed gambling
business. They spend that money freely on litigation to confound law
enforcement, contribute generously to state-level campaigns in order
to support legislators who support the industry, and lobby to obstruct
legislation. Even when courts and legislatures pronounce clearly that the
cafes are illegal gambling businesses, many cafe owners have been willing
to continue in business until they are named in criminal prosecutions or
face civil lawsuits to shut them down. The profit margins are so lucrative,
and the risk of jail so comparatively low, that the cafe owners have chosen
to flout the law in jurisdiction after jurisdiction.

In these circumstances, the only responsible public policy is to
enact and enforce effective prohibitions on this unintended sector of the
gaming industry. That the Internet sweepstakes cafes are well-financed
and resourceful is no reason to abandon America’s longstanding policies
that legalized gambling businesses must be strictly regulated to protect
consumers and that a significant portion of their revenues must be allocated
to the public good. For Internet sweepstakes cafes today, neither policy
currently applies.
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