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RULES PROHIBITING LOTTERIES

(California Penal Code section 319 and following)
July 2008

California law prohibits lotteries. A lottery is any scheme for the disposition of property by
chance among persons who have paid or promised to pay any value for the chance of obtaining
the property, with the understanding that it will be disposed of by chance.! The name by which
the scheme is known is immaterial.

A lottery consists of three elements: (1) a prize, (2) consideration, and (3) distribution of the
prize by chance.? California courts have interpreted these elements broadly.

The first element, a prize, includes but is not limited to money, property, or a trip.® A prize
may also arise from the fees themselves in the form of a pool.* For example, in one case, the
prize of money could be obtained only if a participant successfully progressed through the
scheme’s several phases.” In another case, the prize was the right to play a free game.°

The second element of a lottery is payment of consideration by the participant in order to be
eligible to win a prize. Consideration includes any exchange of value. For example, courts have
found consideration present where participants each paid $.25 in exchange for a Bingo card or
for small plastic rings used to play a game of chance,’ or where participants paid $1.00 in
exchange for both a short subscription to a bulletin and a ticket for a drawing.? Even an empty
beverage container, when deposited in a reverse vending machine, constitutes consideration.®
However, the postage used to return an entry form is not consideration.™

Because it is not always clear whether a scheme includes consideration, courts have used
certain rules to decide whether consideration is present. If a person is eligible to win a prize
without purchase, there is no consideration and the contest is legal. In such a case, if some
people may pay money - for example, an admission charge or a product - consideration is not
necessarily present if other people may enter without such a purchase. If eligibility to win a
prize is limited to those who have paid money, however, consideration is present. Alternatively,
if some pelrfons must pay in order to have a chance at a prize while others do not, consideration
IS present.

The final element of a lottery is distribution of the prize by chance. The element of chance
is present in a scheme even if the game contains some elements of skill, if chance is the
dominant factor in determining an outcome.*® Thus, bridge is a game of skill, although there is
an elemﬁnt of chance resulting from the deal of the cards.*® Conversely, Bingo is a game of
chance.
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There are three major exceptions to the law prohibiting lotteries. The California
Constitution authorizes the California State Lottery and empowers the Legislature to authorize
cities and counties to allow Bingo for charitable purposes.™ Lastly, a raffle conducted by a non-
profit, tax-exempt organization for a charitable purpose is also permissible.*

Example of a Lottery

Assume that a chain of stores conducts a promotion in which $50 of merchandise is given to
several customers each week. In order to be eligible to win the prize, a customer must write his
or her name and telephone number on the back of one or more of the chain’s cash register
receipts, and deposit the receipt in a box at one of the chain’s stores. Several receipts are drawn
by each store at random each week, and the winners are notified by telephone. In addition, each
store awards prizes randomly each week to two people who walk into the store.

This scheme is a lottery and is unlawful under Penal Code section 319. Prize and
distribution-by-chance elements clearly are present. Since not all persons are eligible to win a
prize, and since, in order to be eligible to win a prize, a person must make a purchase,
consideration is also present. The consideration element is not removed from the scheme by
allowing some people to have a chance at a prize without paying.

Endless Chain Schemes

A pyramid sales scheme (called an “endless chain scheme” in California) also may be a
lottery. An endless chain is a plan for distributing property under which a participant pays
valuable consideration for the chance to receive compensation for getting other persons to
participate in the plan, or for a chance to receive compensation when one of those additional
persons introduces a new participant. (The term “compensation” does not include payment
based on sales to an ultimate consumer whose purchase is not made in order to participate in the

plan.)

The law prohibits endless chain schemes.'” California courts reviewing endless chain
schemes have concluded that they are inherently deceptive because rewards promised by the
scheme can only accrue to any level of participants in the pyramid if it grows to another level.
At some point, further recruitment becomes impossible.*®

An endless chain contains the three elements necessary to constitute a lottery. An endless
chain scheme typically awards cash or product bonuses or rebates based on the participant’s sales
volume and on the sales volume of participants below him or her in the pyramid. Such an award
satisfies the prize element in the definition of a lottery. The same award based on sales to non-
participating consumers also satisfies this element.

Endless chain schemes typically require participants to purchase products or memberships,
or to make financial commitments in order to be eligible for bonuses or rebates. This purchase
requirement satisfies the consideration element.

Finally, an endless chain typically distributes the prize “by chance,” as that term is defined
in the lottery context. In an endless chain, chance is the dominant factor because a participant’s
success depends on the activities of the scheme’s promoters™® and the activities of those below
the participant in the chain.? Further, the success of a participant in an endless chain also
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depends in major part on the saturation of the market which occurs as the pyramid expands, and
is typically not within the participant’s control.?

Example of an endless chain scheme that is a lottery: company markets products through a
hierarchy of consultants. A person becomes a consultant through the sponsorship of another
consultant, and by paying twenty-five dollars for registration. Each consultant is encouraged to
purchase a sample inventory of products from his or her sponsoring consultant, although
company literature says no purchase is required. Nonetheless, company strongly encourages the
purchase of the sample inventory and payment of the registration fee as a package, because a
consultant cannot earn commissions without purchasing inventory.

The company encourages consultants to recruit others and to sell its products to the recruits,
who in turn are encouraged to recruit others and to sell the company’s products to them, through
three generations. There may also be retail sales. The consultant can purchase products for
resale only from his or her sponsoring consultant, who has purchased the products from the
company. The company encourages all consultants to purchase products in advance of need.

The consultant earns commissions on his or her own sales and on the sales of the consultants
in his or her network, who must purchase their products from him or her. The consultant also
receives rebates on the products purchased from the sponsoring consultant based on the total
sales volume of the consultant’s network.

The consultant can earn promotions to consultant 2 and consultant 3 by achieving specified
sales volumes by his network and specified volumes of purchases for resale to his network. As a
consultant ascends in the hierarchy the individual receives increased commissions, greater
rebates on products purchased, and bonuses, as determined by sales and purchase volumes.

This scheme is both an endless chain and a lottery. It is an endless chain because the
consultant pays consideration for the chance to introduce additional consultants into the scheme
and to receive compensation from their sales. The scheme also depends on an endless chain of
middlemen (new consultants), encourages inventory purchases by consultants at all levels, and
does not emphasize retail sales.?®

This scheme is also a lottery. The prize element is present in the form of commissions,
rebates, and bonuses. The consideration element is present because participants must purchase
products in order to receive the commissions, rebates, and bonuses. The element of distribution
by chance is present in that a participant’s success depends in large part on the activities of the
scheme’s promoters, the activities of those below the participant in the chain, and also on the
saturation of the market as the chain expands.

Penalties and Enforcement

Any person who prepares or operates a lottery, furnishes lottery tickets, or assists in
conducting a lottery is guilty of a misdemeanor.?® Any property offered for distribution through
a lottery is subject to summary attachment and is forfeited to the State.?* Any person who
prepares, proposes, or operates an endless chain scheme which fits the definition given above is
guilty of a public offense punishable by imprisonment in county jail or state prison.*®
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Misdemeanor provisions also prohibit any person from selling a share or interest in any
lottery, or a share or interest which depends on the event of any lottery; from receiving valuable
consideration upon an agreement to repay any sum or to deliver any property if any lottery ticket
or number in any lottery wins or loses; and from promising to pay any sum or to deliver any
property upon any contingency which depends on the drawing of any ticket in any lottery.?

These forfeiture and misdemeanor provisions are enforceable by the Attorney General or by
any district attorney. The lottery and endless chain provisions also may be enforced through
civil actions filed by private parties, district attorneys, the Attorney General, certain city
attorneys, and agencies of the state.?’” Depending on the nature of the civil action, remedies
include civil penalties of up to $2,500 for each violation, injunction, and restitution.?® If the
lottery includes false or misleading statements, remedies may include an additional civil penalty
of up to $2,500 for each violation.*®

A participant in an endless chain scheme may rescind (revoke) his or her contract with the
scheme, and may recover payments made under the scheme (less payments received from the
scheme).®

Exceptions

In addition to the California State Lottery, the California Constitution provides two other
major exceptions to the prohibition against lotteries. In 1976, the Constitution was amended to
include this provision: “Notwithstanding [the prohibition against lotteries] the Legislature by
statute may authorize cities and counties to provide for bingo games, but only for charitable
purposes.” Similarly in 2000, the Constitution was further amended so that the Legislature
could authorize eligible organizations to conduct raffles as a funding mechanism provided that at
least 90% of the gross receipts from the raffle go directly to beneficial or charitable purposes.
This percentage may be amended by statute. *

Bingo

Penal Code section 326.5 makes the playing of bingo lawful as long as the game is
authorized by a city or a county ordinance.®® Cities or counties may only authorize bingo games
conducted by non-profit organizations,* mobile home park associations, and senior-citizen
organizations.>> The games are to be operated and staffed only by members of the authorized
organization that organized the game.*® Although all games must be open to all members of the
public, players must be physically present when and where the game is played and no minors
may play.*’ Both regular bingo and “break open” bingo may be authorized.*® If one form of the
game is authorized, however, the other may not necessarily be authorized also.* In other words,
a city or county can authorize regular bingo without authorizing break open bingo.*°

The receipts from bingo are only to be used for charitable purposes.** In fact, the proceeds
or profits must be kept in a special fund or account and may not be commingled with any other
fund or account.** No “profit, wage, or salary” may be paid from the proceeds of any bingo
game, including to the members organizing and staffing the game.** One exception to that rule is
that security personnel employed by the organization conducting the bingo game, who are not
members of the organization, may be paid from the games’ proceeds.* Expenses that are the
cost of doing business, such as attorney’s fees, may also be deducted from the gross receipts.*®
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Other allowable expenses to be paid from the proceeds include: prizes, a portion of the
overhead, and license fees.*® The total value of prizes awarded may not exceed $250 per game.*’

Penalties and Enforcement

It is a misdemeanor for any person to receive or pay a “profit, wage or salary” from any
bingo game.*® A fine of up to $10,000 may be assessed for violations of this provision, as well
as for the provisions regulating payment to security personnel.* In addition, any other violations
of the requirements regulating bingo are misdemeanors.®® The enforcement provisions
applicable for the unlawful operation of a lottery are applicable in this context, also.

Raffles

The Legislature has authorized raffles to be conducted for charitable purposes by “eligible
organizations,” such as private, non-profit organizations.”* In addition, the organization must be
tax-exempt and have been qualified to do business in California for at least a year before the
raffle.>

The elements of a raffle are: (1) a prize, (2) distributed by chance, (3) to a person who has
paid money for a paper ticket, which provides the opportunity to win, and which has a detachable
coupon or stub, both of which have a unique identification, (4) and the winner is determined by a
draw from among the detached coupons or stubs.>® The draw must be conducted in California by
someone over 18-years old.>*

At least 90% of the gross receipts from the sale of raffle tickets for a single draw must be
used by the organization conducting the raffle for charitable purposes.> A charitable purpose
includes using those revenues to benefit another eligible organization.® Any purpose or benefit,
however, must be within California.>” Sources of funds other than the sale of the raffle tickets
may be used to pay for conducting the raffle.®® In addition, anyone paid to operate the raffle
must be an employee of the organization and may not be paid from the proceeds that should be
dedicated to charitable purposes.®® Raffle tickets may not be offered or sold over the Internet,
although the organization’s website may announce the raffle.®

An organization may not conduct a raffle unless it registers annually with the Department of
Justice, for which a fee may be required.®* The organization should contact the Justice
Department for a registration form (which is available on the Internet).®> Once registered, the
organization must file an annual report with the Department (on a form supplied by the
Department) that includes: (1) the aggregate gross receipts from the operation of raffles, (2) the
aggregate direct costs incurred by the organization from the operation of raffles, and (3) the
charitable purposes for which proceeds of the raffles were used, or the identity of the eligible
organization that received the proceeds, and the amount of those proceeds.®® Certain
organizations, primarily religious corporations, educational institutions, and hospitals, are
exempt from the registration requirements.®*

A raffle is exempt from these requirements if: (1) it involves a general and indiscriminate
distribution of tickets, (2) the tickets are offered on the same terms as the tickets for which a
donation is given, and (3) a participant is not required to pay for a chance to win.*®
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Penalties and Enforcement

The Attorney General, a district attorney, city attorney, or county counsel may take
administrative or criminal action for violations of the requirements in conducting a raffle.® The
Department of Justice may seek recovery of the costs incurred in investigating or prosecuting an
action against the organization.®” The enforcement provisions applicable for the unlawful
operation of a lottery are applicable in this context, as well.

NOTICE: The Department of Consumer Affairs strives to make its legal guides accurate in
every respect. However, this legal guide is only a guideline, and is not a definitive statement of
the law. Questions about the law’s application to specific circumstances should be directed to an
attorney.

This publication is available on the Internet. See the Department of Consumer Affairs’
homepage at www.dca.ca.gov.

This document may be copied, if all of the following conditions are met: the meaning of the
copied text is not changed; credit is given to the Department of Consumer Affairs; and all copies
are distributed free of charge.

Prepared by John C. Lamb, Senior Staff Counsel, January, 1999. Updated by Norine B. Marks,
Staff Counsel, March, 2001. Updated by James D. Maynard, Staff Counsel, June 2008.
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