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NEVADA GAMING LAWYER
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THE AGONY AND THE ECSTASY OF
NEVADA'S GROSS REVENUE LICENSE FEE

By Maren Parry, Esq:

The Nevada tax that claims a share of every
dollar won by the state's casinos celebrated
its 60" birthday in 2005. On the surface, its
history has been one of ecstasy for residents
who enjoy better schools, highways, and
pubhc serv1ces funded by its proceeds but
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license fees were then apportioned among
the state, county, and city or town where the
gaming activity took place.” The state's
budget was not dependent on the revenues
generated by the legalized gaming activity
and the regulation of gaming was left to city
and county officials. The Legislature soon
began to realize that poor enforcement of
local hcensmg also meant poor collection of
the flxed licensing fpes, and as a result, less
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and the actual regulation of gaming activity
remained in the hands of the local authori-
ties. Set originally at only 1% of a licensee's
gross revenue exceeding $3,000.00 quar-
terly, the tax made a relatively small impact
and only generated about $100,000.00, a
drop in the bucket of the state's total bud-
get.

But not everyone had confidence in the
novel taxation experiment. The drastic
change in the method of taxing Nevada's
unique industry prompted then Governor
E.P. Carville to include a warning with his
transmission of Senate Bill 142 to the
Secretary of State after the constitutional
time limit for acting on the Bill had lapsed,
allowing the bill to become law without his
signature.

He warned:

Senate Bill No. 142 imposes on the
gambling business a type of tax which
the State of Nevada has avoided in the
past as a matter of policy. It has been
strenuously argued that the gambling
business is in an entirely different
category from what we may, for the mere
sake of differentiation, term legitimate
business.

I feel, however, that with the State
making this departure from its fixed
past policy, the effort will be made to
extend the imposition of this type of
taxation, and the wiser course would
have been to avoid this type of taxation,
and obtain a just contribution from the
gambling business by imposing a higher
license fee.’

The 1945 act defined “Gross revenue” in
one sentence: “The total of all sums received
as winnings less only the total of all sums
paid out as losses by a licensee under a state
gambling license. . ..”" This calls for a simple
calculation process. The casino counts its
bankroll at the beginning and end of the tax
period and pays a percentage license fee on
the increase, if any. No deductions are
allowed for operating expenses, payroll, or
mortgage interest.” Inthe last 60 years, this
definition has been painstakingly expanded
into almost a full page of text, but it has
retained its original scope and intent: a
percentage tax” on net cash winnings.”
Records of state regulatory agencies (the
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Nevada Gaming Control Board and the
Nevada Gaming Commission), courts and
the Legislature provide a chronology of this
expansion resulting from disputes between
state government and casinos over what
exactly is subject to the tax, and an amazing
picture of how adding words doesn't always
equate to added meaning.

In 1946, Robbins Cahill, head of the newly
created Gaming Division of the Nevada Tax
Commission, tested the new state regulatory
scheme by telephoning the infamous
“Bugsy” Siegel and demanding payment of
the operation's one percent gaming tax.
Cahill lived to tell this story, but realized
that his threat to revoke Siegel's gaming
license in response to Bugsy's question,
“What'll you do if I don't pay?” was only a
bluff.” In the early years, the Tax

Commission had no authority or mechanism
to exclude unsavory characters from the
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licensing process, or to revoke a gaming
license once it had been issued.” This posed
an enforcement problem for the Commission
because unsavory characters may be prone to
cheat on their taxes. Plus, if patrons don't
trust the games because they do not trust the
person by whom they are administered, there
may be less play and fewer taxes to collect.

In 1947, Mr. Cahill took Bugsy's question to
Attorney General Alan Bible. The answer, in
the form of an Attorney General's Opinion,
established the foundation for the creation of
the State Gaming Control Board in 1955:

“Specifically, we are of the opinion
that your commission may adopt and
administer rules and regulations concern-
ing the issuance and continued posses-
sion of a gaming license, requiring, among
other things, . . . Inquiry into the “ante-
cedents, habits and characters” of appli-
cants in order to satisfy the commission
that they will not violate the gambling
law. . . . If on such inquiry your board
finds reasonable ground to apprehend
that the grant of a license would be
against the public interest, you would be
within the powers delegated to you to
refuse alicense.””

The Board was charged with the investigation
of applications and enforcement duties, and
reported on applications for gaming licenses
to the Tax Commission for final approval.”
When Governor Grant Sawyer took office in
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1959 after winning the election on the slogan
“Nevada is not for sale,” he set out to rid the
State's most important industry of its notorious
reputation as a haven for mobsters and crimi-
nals.” The first bill he signed in office created
the Gaming Control Act, which vested the
primary control of the gaming industry in a
new, independent agency, the Nevada Gaming
Commission.”” This Act provided the frame-
work for the current two-tiered regulatory
system which is still in place today, and which
has been copied in emerging gaming jurisdic-
tions throughout the world. Despite this shift
in the focus of gaming regulation from
tax collection to suitability of licens-
" ees, the simple, one-sentence defini-
tion of gross revenue remained.

While a change in regulatory struc-
ture did not prompt a revisit to the
definition of “gross revenue,” an
®@ important trend in the method of play

* " within the gaming industry brought
the statute's interpretation under
scrutiny. Big players could now wager
. and lose millions of dollars on a credit
basis, and the account could be settled
and the debt collected later. The
Gaming Control Board began tracking
credit play activity, and developed tax-
reporting forms which arrived at a
licensee's net cash winnings by adding
credit issued, and deducting unpaid
credit instruments.” When regulators
observed that 26% of the total volume
of play in Nevada was on credit, and that $55
million in credit was left uncollected, they
quickly equated credit play with cash play, and
viewed this failure to collect as a loss to the
State of approximately $3 million in tax reve-
nue.*

In response, auditors with the Board began
subtly pushing toward the accrual method of
accounting and away from the cash basis by
discretely expanding the definition of gross
revenue and assessing taxes against certain
markers for insufficient collection activity.
Eventually, the chief of the Board's Audit
Division incorporated this accrual method of
calculating gaming taxes into an audit manual.
Neither the Commission nor the Board adopted
this manual, and licensees did not have access
to it. The licensee's taxes, however, were
calculated according to the methods set forth in
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the manual's pages. Licensees complied for
some time, noting that the legal fees and court
costs would most likely exceed the taxes
assessed.”

The Board approached the Legislature with a
proposition that its assessment technique be
given statutory authority in 1977, but its
suggested legislation was never proposed as
law. The industry then determined that it
would no longer pay the assessments after
being advised by counsel that there was no
statutory provision requiring licensees to do
so0.” In 1979, the Desert Inn was assessed
additional license fees on uncollected markers
after an audit by the Board.” Under the
statutes and regulations, uncollected markers
were to be excluded from quarterly winnings
in determining tax liability. The Board,
however, assessed a tax on those markers,
which it deemed “irregular” for various
reasons.” This issue was finally placed before
the court, which determined what the statute
had said all along: sums received as winnings
refers to cash taken in by the licensee, and that
a cash basis of accounting is appropriate
for the analysis. The Board did not have |
the power to regulate markers through
punitive taxation.” The opinion was
affirmed by the Nevada Supreme Courtin |
1982, but the decision was issued after
the Legislature had already addressed ©
the issue by revising the provisions 2
dictating the computation of gross ..
revenue during the 1981 legislative |
session.” Bills addressing the contro- 7
versy were proposed by both the regula-
tors and the regulated, and an extensive
legislative history provides the testimony
and reasoning of the advocates. Also
referenced in this history are unrecorded
meetings among the prominent players
negotiating a compromise between [
various versions of proposed bills.
Though no stenographer was present, the
compromise drafts emerging from these
meetings allude to the give and take that must
certainly have occurred.” At the end of the
day, both sides took their seats exhausted, but
at least partially satisfied. @ The industry
retained its cash basis of accounting and went
home vindicated. The regulators accepted
that it could not “tax” irregular markers, but
the amendment created a penalty on irregular
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markers, which just so happened to be equal to
the amount that the state would have received
in gross revenue taxes had such markers been
collected.”

After the 1981 amendment addressed the idea
of deductions, questions about the
permissibility of various deductions from gross
gaming revenue emerged with respect to a
variety of expenses. In a world of IRS accrual
accounting, it seemed as though there must be
certain legitimate deductions from the tax
basis. First, the statute was clarified in 1985 to
state that amounts paid out to purchase annu-
ities, which represent deferred payment of
winnings to patrons were acceptable subtrac-
tions from the gross revenue totals.” A few
years later in 1987, the list of what gross reve-
nue did not include received a statutory section
of its own, including counterfeit®” or foreign
coins, cash taken in un-reimbursed fraudulent
acts, and cash received as entry fees for contests
or tournaments in which patrons compete for
prizes.’” Once the smoke cleared, the
Legislature had again clarified that the items

included on this list really weren't deductions at
all, because none of them had been taken in as
winnings in the first place.

In addition to starting the laundry list of
items, which do not constitute gross revenue,
1985 brought the second major wave in the
Legislature's discussion of the license fee.
Harrah's had recently challenged a decision by
the Board which taxed the value of prizes paid
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out to patrons as winnings, but allowed the
deduction of cash paid out as winnings from
the calculation of gross revenue. The question
reached the Nevada Supreme Court in 1983,
which ruled that there is an important distinc-
tion between merchandise “lost” as a result of
a legitimate wager, and merchandise “given
away” to promote gaming at a the licensee's
establishment.”” Merchandise in the first
category was considered a loss under the
meaning of the statute, and was thus deduct-
ible, while merchandise in the second category
was deemed an advertising-like cost of doing
business, and was not deductible. Again, the
Legislature was lobbied to clarify the issue,
and representatives of the regulators and the
regulated agonized over the interpretation of
the statute. Licensees reasoned that they
needed to keep up with the evolving market
and find new and exciting ways to attract
customers. Variety in the way that losses
could be paid out to patrons would allow
creative and inventive marketing strategies,

' pay-out of the prizes.
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and allow smaller licensees to compete with
the larger players by providing unique win-
nings, without sacrificing the reduction of
their tax liabilities in return. A representative
of Harrah's, Sam McMullen, pointed out that
the licensees were not attempting to increase
the amount of money that they could pay out
to patrons. Instead, the more excitement
generated by the variety of pay-outs, the more
money patrons spend, and the more gross
revenue fees collected by the state.”

Hot topics in the discussions included the
method of determining the value of the prizes
paid out, and how the Board would audit the
The bill, which was
ultimately enacted reflected several compro-
mises to address these concerns. Only the
actual cost to the licensee of personal prop-

- erty distributed would qualify for the deduc-

tion. Items with values difficult to ascertain,
such as travel expenses, food, refreshments,
lodging, or services (often referred to as
“comps”), were specifically excluded. In
response to concerns about the scope of the
statute and its fiscal impact, the bill was
limited to slot machines, and a sunset provi-
sion would return the statute to its original
form in 1987. When the concerns about the
potential loss of revenue to the state proved to
be unfounded, the gaming industry and the
Board both supported a repeal of the sunset
provision in 1987, and this marketing tech-
nique remains popular today.*

Expanding on the marketing strategies, which
had brought success through variety and
creativity, licensees began offering promo-
tional chips to prime the pump of player activ-
ity. The Golden Nugget, for example, issued
one 50 cent ticket for every $75.00 wagered-
regardless of gains or losses-to patrons
enrolled in the “24 Karat Club.” Tickets could
be traded for “Gold Certificates,” which could
in turn be redeemed for gaming tokens, cash,
room rental, food, beverages or merchandise.”
When the Golden Nugget sought to exclude 50
cents per ticket issued from its gross revenue
computation as a loss paid out to patrons, the
Board disagreed and assessed the tax. The
Nevada Supreme Court ultimately agreed with
the Board and issued its decision that the 50
cent ticket did not constitute a loss which could
be excluded from the computation of gross
revenue, because the 50 cent ticket was not
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“won” by the patron as the result of a legiti-
mate wager between the patron and the
The licensee had to accept that this

licensee.*

type of perk was a cost of doing business, just
as if it were handing out a lollipop to encour-
age each pull on the slot machine.

But what happened when a player chose to
play with the 50 cent ticket instead of trading
it in for food or merchandise? The casino
received no cash in exchange for the ticket,
and its return to the casino did not create an
increase in the licensee's gross revenue.
Representatives of the gaming industry again
approached the Legislature to clarify that
licensees would not be required to pay a tax on
promotional chips eventually ending up back
in the cage. Although this made perfect sense
under a gross revenue system, regulators also
noticed the flip side of the coin. For example,
say that a casino issues a $100 chip to a patron
to promote play. If the player puts the chip
down on the blackjack table and loses it in the
first hand, the casino hasn't “won” anything.
No tax is paid on the value of the chip, but the
player stays at the table and any money subse-
quently won by the casino is taxed as gross
revenue. Everyone agreed that this result was
appropriate. On the other hand, if the player
placed a bet with the $100 chip and won
$1000, the casino had to pay that money to the
patron. The casino's tax liability would in turn
be reduced by $1000, and the regulators saw
the opportunity to collect the resulting sixty
dollars slipping away.

After extensive debate and extreme mental
gymnastics, the Legislature concluded that a
casino would never give away promotional
chips knowing that they would be converted
into cash for the patron's use somewhere
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outside the property. Nor, for that matter,
would a casino pay out $1000.00 for the oppor-
tunity to reduce its overall tax liability by about
sixty dollars.” To account for the promotional
play, the list of deductions from the computa-
tion of gross revenue was expanded to include
“Any portion of the face value of any chip,
token, or other representative of value won by a
licensee from a patron for which the licensee
can demonstrate that it or its affiliate has not
received cash.”

The issue reappeared in 1997 when the Board
approached the Legislature for a clarification
of the policy behind the 1995 amendment. The
Board believed that the deduction from gross

. revenue applied only to chips which were

negotiable and could either be wagered or
redeemed for cash, while the industry asserted
that the deduction applied to negotiable and
non-negotiable chips alike. @ The Board's
reasoning was that a non-negotiable promo-
tional chip was not a “representative of value”
because it could only be used for play at the
gaming property and had no value beyond the
premises.  Play with such chips could not
constitute a “wager” because the patron did not
risk anything, and as a result, any money paid
out by the licensee could not constitute a “loss”
to be deducted for purposes of calculating gross
revenue.” By adding the definition that “'Rep-
resentative of value' means any instrumental-
ity used by a patron in a game whether or not
the instrumentality may be redeemed for cash,”
and that ““Wager' means a sum of money or
representative of value that is risked on an
occurrence for which the outcome is uncer-
tain,” the Legislature agreed with the industry
and avoided a result that would have gone
against the spirit of the law.*

Despite 60 years of discussion and several
pages of amendments, the gross revenue
license fee concept remains the same as was
adopted in one sentence in 1945: Cash in Cash
out = Gross Gaming Revenue. Every action
taken by the Legislature has been only a clarifi-
cation at the request of the regulators or the
regulated to assist in the interpretation of a
simple concept in a complex world. The rela-
tive quiet since 1997 may indicate that the
agony associated with understanding and
applying the net cash policy of the gross reve-
nue license fee is permanently in the past as a
result of adding experienced practical leader-
ship to the already impressive Gaming Control
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Board and Commission membership.

Ms. Parry is an associate with the Las Vegas office
of Ballard Spahr Andrews and Ingersoll, LLP, a
2005 graduate of the William S. Boyd School of
Law, University of Nevada, Las Vegas, and a
member of the Gaming Law Policy class of Spring
semester 2005.
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