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I. INTRODUCTION

In early 1987 a number of concerns were raised about various aspects of the
Pennsylvania State Lottery. These concerns related to management and opera-
tion of the Lottery as well as to the leveling off of Lottery sales growth
rates and potentially negative prospects for the continued financial health
of the State Lottery Fund.

Amid these concerns, a performance audit of the State Lottery was adopted as
a staff project of the Legislative Budget and Finance Committee at a public
meeting which was held on February 18, 1987. As directed by the Committee,
this audit was to focus on such matters as program efficiency, effective-
ness, and results, as well as on compliance considerations and the adequacy
of existing administrative control systems within the State Lottery.

The audit was carried out in two stages during the period March through
September 1987. The preliminary phase of the project culminated in the
issuance of an interim report in June of 1987. The interim report presented
basic descriptive information and historical statistical data on the State
Lottery, discussed the role and benefits of the State Lottery, provided
information on the projected capacity of the State Lottery Fund to provide
continued funding support for state programs and identified various specific
issues and areas of concern for further detailed audit examination. This
final report contains the results of activities carried out during the
detailed audit phase of the project (June through September 1987) in rela-
tion to issues and areas of concern outlined in the interim report. Also
contained in this final report are findings which deal with certain addi-~
tional areas which were identified during the detailed audit phase.

This final audit report consists of six sections: Section I provides intro-
ductory information; Section II contains audit findings which present inter-
state comparative data relative to lottery sales, profits, and distribution
of proceeds in Pennsylvania and other lottery states; Section III contains
the performance audit findings and recommendations; Section IV contains
overview descriptive information and related statistical tables pertaining
to the Pennsylvania State Lottery; Section V provides descriptive informa-
tion on the audit methodology; and Section VI, Appendices, includes various
supplemental information concerning the Pennsylvania State Lottery and
lottery operations in other states.

Development of this report was facilitated by the cooperation and assis-
tance which was received from the Pennsylvania Department of Revenue. The
LB&FC staff expresses its appreciation to the Honorable Barton A. Fields,
Secretary of Revenue, to George R. Andersen, Esq., Acting Executive Direc-
tor of the State Lottery, to Carl Back, who served as a special management
advisor to the State Lottery, and to the many other Lottery officials and
staff who assisted in the audit effort. Special thanks are also extended
to officials and staff of the Governor's Office of the Budget and to the
many State Lottery retailers and players who provided input to the auditors
concerning the State Lottery.



The LB&FC audit team was under the direction of the LB&FC Executive Direc-
tor, Richard D. Dario, and the Chief Analyst John H. Rowe. The Team Leader
for the audit was Gregory S. Martino. Thomas L. Boone, Robert L. Hollings
and Randal E. Mortimore, Analysts were also assigned to the audit on a
full-time basis. Patricia A. Berger, Staff Attorney, provided legal servic-
es and also assisted in the development of the audit report. Donna R.

Nell, Shannon M. Opperman and Krista L. Williard provided secretarial assis-
tance, and Charles V. Saia provided additional staff assistance.

Any questions or comments regarding this report should be directed to
Richard D. Dario, Executive Director, Legislative Budget and Finance Commit-
tee, Room 400, Finance Building, P.O. Box 8737, Harrisburg, PA 17105-8737.



IMPORTANT NOTE REGARDING RESPONSIBILITY
FOR FINDINGS AND RECOMMENDATIONS OF THIS REPORT

This report contains information developed by the Legislative Budget
and Finance Committee (LB&FC) staff. The release of this report by
the LB&FC should not be construed as an indication that the Members of
the Committee necessarily concur with all the report findings and/or
support the recommendations. The LB&FC as a body, however, supports
the publication of the information within this report and believes it
will be helpful to the Members of the General Assembly by promoting
improved understanding of the issues.



II. INTERSTATE COMPARATIVE DATA FINDINGS

Findings A through C present interstate comparative data concerning Lottery
sales, net income or profit and the use of the state lottery dollar in Penn-
sylvania and other selected lottery states. These findings relate to the
historical and current position of the Pennsylvania State Lottery relative
to the other lottery states in terms of, for example, the distribution of
lottery proceeds (i.e., among prizes, profits, commissions and operating
expenses) and total gross and per capita sales and net income returned to
the respective state governments as a result of Lottery operations. Also
specifically examined are annual sales growth rates since 1977 in Pennsylva-
nia and six other lottery states (Illinois, Massachusetts, Michigan, New
Jersey, New York and Ohio).



A. COMPARATIVE INFORMATION ON GROSS AND PER CAPITA LOTTERY SALES IN

PENNSYLVANTA AND OTHER LOTTERY STATES

FINDING:

As of mid 1987, lotteries had been established in 27 states and

the District of Columbia.l/ The auditors examined gross sales of

the individual lottery states both historically and for recent

fiscal years. Also examined were the trends in sales growth

rates which have occurred over the past decade in the Pennsylva-

nia State Lottery and six other state lotteries (Illinois, Massa-

chusetts, Michigan, New Jersey, New York and Ohio). Examination

of this data indicates that:

l. For a number of years the Pennsylvania State Lottery ranked

first among the states in gross lottery sales. As recently as FY

1984-85, the State Lottery held the number one position with $1.29

billion in total sales., Based on available interstate comparative

figures it appears that PA ranked fourth in FY 1986-87 in gross
sales. Pennsylvania's sales at $1.3 billion were exceeded by
Californjia, Illinois and New York with estimated sales of $1.6,
$1.5 and $1.5 billion, respectively. (See Table 1.)

2. After experiencing steady, continuous growth since 1972, the
growth rate of Pennsylvania Lottery sales has slowed in recent
years with an increase of less than 1.47 between FY 1985-86 and
FY 1986-87 (the lowest annual growth rate experienced by the
Pennsylvania Lottery since FY 1974-75.) (See Chart C.)

3. On a per capita basis, Pennsylvania FY 1986-87 Lottery sales
at $112 per capita are lower than the per capita sales rates of
six other states. Massachusetts has the highest reported per
capita sales amount at $198. (See Table 1.)

4. To a greater degree than the sales growth patterns of lotter-
ies in a sample of six other states (Illinois, Massachusetts,
Michigan, New Jersey, New York and Ohio), Pennsylvania Lottery
sales have "levelled-off" in recent years. During the period FY
1983-84 through FY 1985-86 total PA Lottery sales increased by
6.8%7. During the same period, lottery sales in the six sample
states indicate total sales increases ranging from about 177 in
New Jersey to more than 1757 in Massachusetts. (See Charts C to
P.)

1/See Appendix B for a map of current lottery states.



TABLE 1

Gross Sales Information and Per Capita Sales
for State Lotteries, PA and All States
Fiscal Years 1985-86 and 1986-87*/

FY 1985-86 FY 1986-87"
Gross Sales Per Capita Gross Sales Per Capita
State ($ Millions) Sales ($ Millions) Sales

Arizona...eeeeeseses $120.9 a/ $37.93 a/ $ 130.0 $ 40.63
California..eceeeess 2,045, 72 77.592 1,600.0 60.61
Co0loradOesssseccsasns 108.9 33.70 106.8 33.38
Connecticut.veeeesss 428.7 135.06 477.0 149,06
Delawar€scesssescoss 40.9 65.75 45.0 75.00
I1linois..cveesessess 1,316.4 114.12 1,500.0 130.43
IOWAseeessoooconnsas 89.1 30.89 92.0 31.72
JUF: T & 1 U= Y 38.7 33.25 50.0 41.67
Maryland.e.eseeoccces 718.5 163.59 775.0 176.14
Massachusetts....... 1,004,1 173.1 1,150.4 198.34
Michigan..ieeeeecess 999’6b/ 109. 99 b/ 1,100.0 118.28
Missouriceeeeeececoes 294,1 58.48 165.3 33.06
New Hampshire....... 32.1 32.16 45.0 45.00
New Jersey.ceesscess 990.1 130.93 1,100.0 144,74
New YorKessesooeaess 1,315.0 73.95 1,458.0 81.91
Ohi0.ceeeriessensanns 940.0 87.49 975.0 91.12
OTregON.ceesssccnssse 87.9 32.71 130.0 48.15
PENNSYLVANIA........ 1,320.0 111.06 1,338.5 112.48
Rhode Island........ 56.0 57.85 NA NA

Vermont.ceeeessceess 12.4 23.17 24,1 48.20
Washington....... cee 181.2 / 41,10 / 183.4 41,68
West Virginia....... 82.9¢ 42.82°¢ 81.0 42.63

*/Except for Pennsylvania and Massachusetts, FY 1986-87 figures are projected as
reported by the Public Gaming Research Institute, Inc., Handbook of U.,S. Lottery
Fundamentals, 1987.

a/52 weeks ending 10/4/86.

b/49 weeks ending 12/27/86.

5/46 weeks ending 11/28/86.

NA - Not Available

Source: Developed by the LB&FC staff from information contained in The Handbook of
U.S. Lottery Fundamentals, 1987, Public Gaming Research Institute, Inc.
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CHARTS I AND J

I: MICHIGAN STATE LOTTERY GROSS SALES
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CHARTS K AND L

k: NEW JERSEY STATE LOTTERY GROSS SALES
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CHARTS M AND N

NEW YORK STATE LOTTERY GROSS SALES
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CHARTS O AND P

o: OHIO STATE LOTTERY GROSS SALES
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B. COMPARATIVE INFORMATION ON THE USE OF THE LOTTERY SALES DOLLAR IN

PENNSYLVANIA AND OTHER LOTTERY STATES

FINDING:

State law requires that all monies derived from the operation of
the State Lottery be deposited into the State Lottery Fund.
Lottery revenues are used to pay prizes, cover operational costs
and retailer commissions, and finance (through net income or
profits) the operation of various senior citizen benefit pro-
grams., The law specifies that the amount used for prizes not be
less than 407 of gross lottery sales. The auditors examined the
percentage distribution of Pennsylvania State Lottery funds among
these categories for fiscal years 1985-86 and 1986~87 and also
compared the percentage breakdown of Lottery prizes, profits,
commissions and operating expenses in the Pennsylvania Lottery to
the corresponding distribution of lottery proceeds in other lot-
tery states (this latter comparison focused on FY 1985-86 data——
the latest fiscal period for which data was available for all
states). This review indicated the following: (See Table 2 and
Charts Q and R.)

1. Following the payment of prizes and commissions and the
covering of operating expenses, the Pennsylvania State Lottery
had net income or profits (available for benefit programs) of
40,77 of gross sales in FY 1985-86 and 41.67 in FY 1986-87. 1In
both fiscal years, the legally mandated 407 prize level was pro-
vided for with prizes accounting for 50.17 in FY 1985-86 and
49.07 in FY 1986-87. Operating expenses and commissions remained
basically unchanged at a combined level of approximately 9.37% of

gross sales.

2. Based on a comparison of FY 1985-86 for Pennsylvania and 21
other lottery states, the following is indicated:

— PA compares favorably in terms of net profits (i.e., per-
centage of gross lottery sales remaining after payment of
prizes, commissions and operating expenses). PA with profits
of 40.77 of gross sales (available for senior citizen bene-
fits) ranked sixth among the states and was slightly above
the "all states" average of 39.47.

- PA, at 50.17, is in the mid-range and is essentially the
same as the "all states'" average in terms of percentage of
gross sales pald as prizes., Massachusetts ranked first at
59.3%Z, New York lowest at 45.4Z.

— The percentage of gross sales paid as commissions in PA,
at 6.77, is fifth highest among all states and exceeds the
"all states" average of 5.6%.

- PA compares very favorably in terms of percentage of gross
sales expended for operating expenses., Only two states,
Illinois and New Jersey, reported percentages of operating
costs lower than PA's 2.5%7. The "all states average was
reported to be 5,07.

16



TABLE 2
Use of the Lottery Sales Dollar in
Pennsylvania and Other Lottery States - 1986 Data
(As Percentage of Gross Sales)

Net Income (Profits) Prizes
Maryland...eeeeeeoeessassssss 45,17 MassachusettS.ecccecenceeesee 59.37
Connecticut.ceesceeascaaseees 44.57 Colorado.ceeeesencsacacsnssss 35,47
New YorK.eoeeeocesooessanenass 43.17 OregoMesesososesoosacsossnscses 22,37
I111in0iS.ieecsscsccesscccsss .. 41.87 Maine.ceeeeossecescessecessse 51.8%
New Jersey.cescesscescscessss 40.97 Connecticut.ciecesscesscccaass 50.87
PENNSYLVANTA..ceeeeecsscessss 40.77 California.ccicesveessccasass 50.27
OhiOcieseersssaesassesccaoess 40,57 New JersSeYecessesseescassacsss 50.17
Delaware..ccecessscsccncnssss 40,47 Vermont..ceeeessseesscaseseas 50,17
Washington....eecevveneeceeaes 40.07 PENNSYLVANTA.ceeecoecocosasass 50,17
Michigan.sesieeeseesasccascneces 39.17 West Virginia.eeeesecocseeees 49.57%
West Virginia.e.eeeesescseess 38.87% Ohi0seeeceesscscsnsnccsanessss 49,37
Californid....eceveceeeeeeess 38.37 I11in0iSeeecescccssaccasaesss 49,27
MissSOUriesesseceacasssssnseee 38,27 New Hampshire....eeeeescecees. 49.17%
Rhode Island..eseceecccosecssss 36.17 Delaware..cceeecscecscaaseeeas 48.27
ATiZONA.seeeesesosncscssscaas 34,97 Michigan...ceceoesesncessaees 48,17
MassachusettS.c.coesecessecess 31.07 IOWAeeaseseesseosescasascasse 47,67
TOWABceeeesssnssanaasssssssaes 30,77 Rhode Island.eeeeececscnssees 47.1%
Maine.seesesecncnscacessannas 30.37 Maryland..eeeeecesnasescasass 47,02
New Hampshire........ ceeeeses 30.37 Missouri........ ceesssesssses U46.57
Oregon.eseecsescsssscccccnsee 29.07 Washington.eeseeessoseeceenas 45.77%
Vermontseseeeeesscssscccssesss 20,47 ArizZOna.cecessescossssccsnces 45,67
C0lorado.sesceaceessceeasnnas 25.57 New York.eseeeooooeenooeacaans 45,47
All StateS..eiesececessccsses 39.47 All StateS..cceceseccsacsesss 50.0%

Operating Expenses Commissions
Vermont..eeessesesscesscesssee 18.57 Rhode TIsland..ceeeeceesceeess 12,57
TOWA.eeeeevansnoannossssssass 16,27 Delawar@.ssecececosssassnseces 8.47
New Hampshire..cceeeeeeesssss 15.77% New JerseYieeceeessescassacss 7417
OregoN.scecesesscsscsasnccees 13.87 Michigan.eeseeeeosososeseessss 6.8%
Arizona....ceieeceeccseessses 13.57 PENNSYLVANTIA. ccvceeeovcsceses 0.7%
C0loradOeecsssccencesssssnsee 13,27 Maine.esessscosossesscsssscces 0,67
West Virginid.iceeeeeeesseeses 11.77% I11ino0iSciceeeeessssscccesnsss 6,67
Maine..ceeceesnccasencsccaces 11.37% New YorKeeceeeoooanaoann veees 6.17
Missouriceseceecsesscsnasseee 9.8% ArizZon8.secesecsccscscasssasss 60.07
WashingtoN.eeeeeeveessecasees 9.37 ColoradO.eeesscesscensoncness D.82
California....cccveceeencneas 6,47 IOWAssesssecccossscsascnnssss Deb%
Michigan...eeeecececocecssees 5.9 MissOUri..eececesaccasaceceaas D.6Z
MassachusettS.ceeeeesscessces De7% Ohil0.eseeesscessceccsvasnoess D.52
New YOrKeeeeososossacevnceose D47 Californid.ccececesccscecseas 5.17%
Connecticut........ ceescossas 4H.87 Maryland...coenan sesesscnsas . 5.1%
OhiOeecevecevsvnvevcscscacses HolZ Washington...eseeeececscncses B5.17
Rhode Island....... ceessesnes 4.4Z Vermont.ceceeescsssecssscases 5.07
Delawar€eeesessessccsssanesse 3.07 New Hampshire..eeseeeseosecesa 5.07
Maryland.ccoessesceccssnceses 2.87 OregoNeceeescsssssoaane cesses 5,07
PENNSYLVANTIA...... eeceesssess 2.57 MassachusettS..ceeeeseveeseee 4.07
I111in0iS.ceceessocssccncncnes 2.47 West Virginia..eceeeeeccennaee NA
New Jerseyeeeeessoeccasssnsss 1.97 Connecticut.seesssesssaccnses NA
All StateS..cseescescsccscsss D.07 All StateS.cececsscsccsscsses D.67

Source: Developed by LB&FC staff from lottery information contained in the
1987 U.S. Gaming Industry, Laventhol & Horwath, and data obtained from the
Pennsylvania State Lottery.
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C. COMPARATIVE INFORMATION ON NET LOTTERY INCOME OR PROFIT RETURNED TO
STATE GOVERNMENT IN PENNSYLVANIA AND OTHER LOTTERY STATES

FINDING: State Lotteries are essentially business enterprises. The suc-
cess of a state lottery, like that of a private business, can be
measured in terms of profitability, particularly as it compares
with the degree of success achieved by other businesses (i.e.,
state lotteries) in the same industry. As of mid-1987, lotteries
had been established in 27 statesl/ and the District of Colum-
bia. Proceeds from lottery operations supplement public programs
with lottery-generated revenue in some cases earmarked for specif-
ic purposes while in other cases being deposited into the individ-
ual state's general fund for discretionary use by the state legis-
lature. (See Appendix C.) Lottery revenue has become a very
important source of income for state governments and, in Pennsyl-
vania, has provided for the funding and operation of numerous
programs that benefit the health and welfare of the Common-—
wealth's senior citizen population. Pennsylvania is the only
lottery which dedicates its profits exclusively to programs bene-
fiting senior citizens. During FY 1986-87, total benefit appro-
priations from Lottery profits amounted to approximately $557
million. The auditors examined the levels of net Lottery income
or profit returned to the Commonwealth in relation to profits
generated in other lottery states both historically and for FY
1986-87. This examination indicated:

1. The Pennsylvania State Lottery has generated more in total
net proceeds to state government since start-up than any other
state lottery. Total net proceeds of $3.3 billion were reported
through January 1987. (See Table 3.)

2. Based on actual data for PA and available estimated FY 1986-
87 net income for all other lottery states, it appears that PA
ranks fourth behind New York, Illinois and California in terms of
total net income returned to state government.

3. On a per capita basis, PA ranks seventh among all states in
respect to total net income or lottery profits. The PA per capi-
ta figure is $47, $29 less than the top ranking amount returned
by the Maryland State Lottery.

1/See Appendix B for a map of current lottery states.
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TABLE 3

Comparative Information on Gross Lottery Revenues
and Net Proceeds to the States Since Start-Up of Lotteries
in Pennsylvania and Other States

Start-Up
State Date

Ar1Z0Na..cecescssscasssesnssns 7/81
Californid.eeceeecesesceascess 10/85
ColoradO..ccececccesssassnnsee 1/83
Connecticut..ccceeeecococasana 2/72
Delaware.ceeeesecccssssesasss 10/75
I11in0iSeeececccecenosssansas 7/74
TOWA. e eeeaasasaoosoncasssnsse 8/85
Maineeeeeoascnssesssenassancs 6/74
Maryland.eceeecscoesscacsesss 5/73
MassachuSettS..ceeeeececsesaeas 3/72
Michigan..eeeeceseososossaees 11/72
MiSSOUTieeeessocvononnsssnass 1/86
New Hampshire....ecececcesess 3/64
New Jerseyececsececssscssases 1/70
New YOrKeieooeososesaeansascns 1/67
Ohi0.ececevsvsocsscscassnsans 8/74
Oreg0MNecccsessssssascsnsasses 4/85
PENNSYLVANIA...ccoeacsvaoesss 3/72
Rhode Island.ceecscscccccoces 5/74
Vermont.ccecosesssssosocaccaes 2/78
Washingtoneeeeseceseseesseass 11/82
West Virginid.eceeeeseeceacees 1/86

*/Data collected January 1987.

E/Figure includes revenue to July 1, 1986.
B/Figure include proceeds from June 1986.

Net Proceeds

Gross Revenues to Stat

Since Start—UR/ Since Start-U
($ Millions)

$442 .4
$1,800.0

$360.02

$2,100.0
$254.3
$5,100.0
$139.0
$139.0
$4,500.0
$4,900.0
$6,500.0
$287.1
$222.0
$6,100.0
$6,100.0
$4,100.0
$154.1
$8,000.0
$4,200.0
$43.0
$695.5

$84.1°

c/Figure includes revenues through November 1986.

Source: Handbook of U.S. Lottery Fundamentals, 1987, Public Gaming Research

Institute, Inc.
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($ Milliomns)

$156.3
/ $692.5
$144.0
$906.5
$97.0
$2,200.0
$39.2
$32.6
$1,900.0
$1,700.0
$2,500.0
$31.2
$75.1
$2,600.0
$2,800.0
$1,600.0
$52.4
$3,300.0
$154.0
$12.0

/ $270.1
$30.0

b/
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I1I. PERFORMANCE AUDIT FINDINGS AND RECOMMENDATIONS

This section presents additional findings resulting from the performance
audit of the State Lottery. This audit involved activities such as the
following: a review of the State Lottery's enabling legislation, internal
operating procedures and related laws and regulations; distribution and
analysis of survey questionnaires (e.g., to Lottery employees, retailers and
players); review of administrative control systems; sampling and examination
of files and inventory systems (both in the Lottery's headquarters and area
marketing offices); meetings and interviews with staff of the State Lottery;
contacts with organizations associated with the Lottery industry and with
public gaming and lottery consultants; and collection of comparative data
from officials and staff of lotteries in other states. Please see Section V
for a more complete discussion of the audit methodology.

The findings in this section are divided into twenty-three subject areas,

Findings D through Z. Information presented within a subject area is not
intended to be inclusive of the subject area.
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D. NEED TO ADDRESS AND REACT TO LEVELING-OFF OF STATE LOTTERY SALES

FINDING:

As of September 1987, State Lottery management does not_appear to
have identified a clear plan or strategy to react to and address
the actual and projected leveling-off of State Lottery sales.
Growth in Pennsylvania Lottery sales has slowed in recent years
and some persons associated with the State Lottery have at times
indicated that this may be due to a "maturing effect." A specific
and comprehensive study has not been done by Lottery officials,
however, of this growth change that would substantiate that the
current sales situation is due to a "maturing effect." The audi-
tors have analyzed recent Pennsylvania sales patterns and compared
them with sales patterns in other selected lottery states. (See
Finding A.) It appears to the auditors that there are other state
lotteries which, while at approximately the same stage of their
chronological development, are not experiencing the same low sales
growth pattern that has developed and is currently projected for
the foreseeable future in the Commonwealth. Following a history
of steady Lottery growth and national leadership in total lottery
sales, Pennsylvania now finds itself uncharacteristically falling
behind other states in total lottery sales and annual lottery
growth rates. In FY 1984-85, the Pennsylvania State Lottery
ranked first nationwide in total sales with $1.29 billion. In FY
1985-86 Pennsylvania was overtaken in total sales by California,
and based on FY 1986-87 estimates the Pennsylvania State Lottery
may rank fourth in total lottery sales behind New York, Illinois
and California. (See Finding A for more detailed interstate com-
parative information on gross and per capita lottery sales.)

Chart illustrates that since 1984 Pennsylvania's annual growth
in lottery sales ranks lowest among a sample of six other state
lotteries of comparable age and product mix. During the period FY
1983-84 through FY 1985-86, total Pennsylvania Lottery sales in-
creased by 6.8%2. A comparison of lottery sales in the six sample
states indicate total sales increases ranging from about 17% in
New Jersey to more than 1757 in Massachusetts. It is also signifi-
cant to note that lottery sales growth projections in Pennsylvania
at 2.97% through FY 1987-88 are lower than the percentage increases
projected in Illinois, New Jersey, and New York of 7.7%, 5.0%, and
4.1%, respectively. Despite these projections, the current Acting
Executive Director of the State Lottery has expressed the opinion
to the auditors that the State Lottery has not reached its full

sales potential. This position is consistent with that expressed
by the previous State Lottery Executive Director who noted the
need to be attentive to methods to attract new players. Those "in
the 25-55 years old managerial-professional group that are not
presently buying our products or only do so infrequently" were
particularly noted as a potential target group. As expressed in
the findings presented in this report, audit activities also indi-
cated that there are a number of program, administrative and opera-
tional alternatives and options available to the State Lottery
which have the potential to increase sales in Pemnsylvania. For
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example, the computer equipment currently in use for "on-line"
Lottery games in Pennsylvania is outmoded and limited in its abili-
ty to provide innovations and game enhancements (see Finding Q.)
Installation of state-of-the-art technology available to the lot-
tery industry could hold considerable potential for increasing
sales. Other options available include the testing of lottery
sales through direct mail and the expansion of retail outlets into
airports and shopping malls. Player-activated terminals (PATs)
are also a possibility for selected locations to handle peaks in
customer traffic. The auditors also became aware during the audit
of currently available technology which would provide for enhance-
ments or game options not currently available in Pennsylvania.

For example, PATs are available that would make it possible for
persons to play lottery games using a credit card issued by a
state lottery. Opportunities for increased sales also appear to
exist if "Big 4" lottery drawings were to be held as frequently as
they are in other states (see Finding N) and if a systematic
strengthening and training of the Lottery's district lottery repre-
sentative workforce would occur (see Finding H). It is also sig-
nificant to note that Pennsylvania ranks among the lowest of the
lottery states in terms of its advertising expenditures as a per-
centage of gross sales. Referring to lottery growth rates, a
national gaming and lottery consultant noted that lotteries . . .
"with the strongest marketing programs, the most innovative new
products, the most dramatic advertising and promotion campaigns,
will still continue to produce good results for the states in-
volved." The auditors recognize that PA State Lottery sales have
been growing in recent months. For example, as of March 1987,
sales were more than $10 million behind prior year sales levels;
by June 30, 1987, sales had reached a point which exceeded prior
year sales by $18 million. A number of actions were taken by
State Lottery officials which may have contributed to this growth,
including the use of the weekly "Saturday Spin' for instant games
and a restructuring of the Super 7 game (adding a new prize level
and greater jackpots). It is recommended that the Administration
act expeditiously to make permanent appointments in key acting and
vacant positions at the State Lottery and that a specific plan and
strategy be developed by the new management team to revitalize and
promote State Lottery sales growth patterns. The posture and
approach adopted will have a direct relationship on future growth
and the continued financial health of the State Lottery Fund. The
auditors also recognize that whatever actions are taken to address
Lottery sales and profitability carry with them philosophical and
social as well as potential fiscal implications and recommend that
the General Assembly consider establishing in law a requirement
that the State Lottery conduct an ongoing program to identify and
deal with Lottery-related gambling problems (e.g., compulsive
and/or addictive gambling behavior) that may exist or develop
among the Lottery-playing public. (See Finding X.)
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TABLE 4

Historical Summary of State Lottery Gross Sales
Fiscal Year 1972-73 through FY 1991-92 (Projected)

Fiscal Year Total Lottery Sales + or -
Ending 6/30 Sales ($ Millions) (Percent Change)

19730 ceieinnnncnsecananas $124.4 -
1974 eeieeececccascscncnns $128.5 3.25%
1975 ccceeesecacnacnsascnns $115.6 ~10.007%
1976cccececsesserscccnnnns $136.9 18.427
1977 ceeveeocencsonnnccnnns $151.7 10.80%
1978 ccesessccccssncnccnas $295.5 94.767%
1979 i ceeerceccncnnccsonss $351.4 18.947%
1980 cceeeecncacscncccnees $387.4 10.247%
198l.iveevececccnscnnaccnns $427.0 10.23%
1982........ ceceersesanans $562.3 31.677%
1983 . ieiececccocanccsones $885.4 57.487%
1984 eceeeececcenns ceeneee $1,236.0 39.60%
1985, ceeeeccessconnccncnns $1,294.7 4,757
1986.cescecscnccccncconsns $1,320.2 1.96%
1987 eieeeeenccnscnseaccons $1,338.5 1.38%
1988 (Sales Goal)eeeeesass $1,378.2 2.9 %
1989 (Projected)eeeeeeccss $1,392.0 1.0%
1990 (Projected).ceesececs $1,405.9 1.07%
1991 (Projected)seeeeesecss $1,420.0 1.0%
1992 (Projected).eseeesees $1,434.2 1.0%

Source: Handbook of U.S. Lottery Fundamentals, 1987, Public Gaming
Research Institute, Inc., and data obtained from the PA State Lottery and
the Governor's Office of the Budget.
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CHARTS U AND V

v: CHANGE IN SALES, FY 1984 TO FY 1986
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Source: Developed by LB&FC staff from information obtained from The Handbook

of U.S. Lottery Fundamentals, 1987, Public Gaming Research Institute, Inc.,
the Massachusetts State Lottery, and the Pennsylvania State Lottery.
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E. NEED TO DEVELOP AND ADOPT A "BUSINESS PLAN" FOR STATE LOTTERY

OPERATIONS

FINDING:

A state lottery has characteristics which are distinctly

different in goals and purposes than those that are typical of a
state agency. A state lottery is, in terms of goals and purposes,
more characteristic of a private business enterprise than a state
government organization. Similar to a business enterprise the
primary goal of a state lottery is to generate profit, and, there-
fore, a state lottery like a business must be marketing motivated,
customer—-oriented and sales driven. The Pennsylvania State Lot-
tery has recognized this in its 1984-85 Annual Report by character-
izing the Lottery as a profit-motivated business. If a private
sector enterprise, the State Lottery would rate within the Fortune
500's listing of top corporations. A public gaming and lottery
consultant contacted by the auditors pointed out that '"although
government—-owned, a lottery is a business which is subject to the
same supply/demand laws as every other business in a free-market
economy." Given this recognition that the Lottery is essentially
a business—-type operation it follows that business concepts and
practices should be utilized wherever possible. It appears essen-
tial that such an enterprise develop and adopt a business philoso-
phy and plan which identifies the organization's "mission'" includ-
ing a clear and integrated statement of goals and objectives. The
current Acting Executive Director of the State Lottery indicated
concurrence with the need for such a "plan" and indicated that,
although begun, such a plan has not been formalized for the State
Lottery. A 1986 publication on the subject of motivation in busi-
ness stated as follows: . . . Good companies know what they are
about and are able to communicate this across all levels of the
organization. When a company can express a clear and integrated
set of goals, expectations, and values--a mission--it is most
likely to be effective. . . . Business professors interviewed by
the auditors at the Wharton School of the University of Pennsylva-
nia confirmed the importance of such a mission statement for a
business-type organization. Business planning and policy formula-

tion is a generally accepted practice in the private sector.
Business planning has been described as a process which requires
analysis of anticipated internal and extermnal future circumstances
and "developing within the context of that future a company objec-
tive, guidelines for action (policies), implementation plans, an
organization, and controls designed to achieve the objective.”

The auditors noted that the Massachusetts State Lottery obtained
the assistance and service of a private business consulting firm
"to professionalize the business techniques of the various levels
of (lottery) management.'" The auditors recommend that the PA State
Lottery give consideration to taking similar action in the near
future. Given the current leveling off of the Lottery's sales
growth rate and impending major personnel changes and intermnal
reorganization and restructuring it would appear to be an opportune
time to seek assistance from a private business consulting firm to
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shape and implement a formal "business plan" and organization for
the State Lottery while providing and/or assisting in the develop-
ment of specialized training programs for at least management

level and field marketing personnel. Assistance should also be
sought from the consultant to identify current State Lottery pro-
cesses_and procedures which, although common to state agency opera-
tions, are essentially "unbusinesslike" and which may be hampering
the Lottery's ability to operate in a business-like manner. Devel-
opments in this regard, including information on the "business
plan" adopted by the State Lottery should be made available to the
General Assembly. Any aspects of the business plan which is devel-
oped which would require legislative action should be so identi-
fied and communicated to the pertinent standing committees of the
General Assembly.
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F. NEED TO RECOGNIZE LIMITATIONS ON STATE LOTTERY FUND CAPACITY TO
FINANCE EXISTING AND NEW/EXPANDED PROGRAMS

FINDING:

Considerable concern has been expressed in recent months concern-
ing the financial health of the State Lottery Fund and the contin-
ued capacity of the Fund to provide funding support for state
programs., Estimates developed by the Governor's Office of Budget
as of June 1987 indicate that the State Lottery Fund could be
running a deficit of nearly $150 million by fiscal year 1989-90.
(See Appendix F.) Within this context, it is important to stress
the distinction between the State Lottery Fund and the State
Lottery. The projections cited above relate to the condition of
the Fund only and to its ability to support existing programs.
The projections do not relate to the viability of the Lottery

games and the ability of the Lottery to pay its operatiomal

costs, commissions and/or prizes. As stated by Auditor General
Don Bailey in March 1987, ". . .it is important to bear in mind
that the issue 1s not the health of the lottery and its ability
to keep its promise by paying prizes to those who win its games.
The issue is the ability of the Lottery Fund (revenues available

after prize payout and operational expenses) to keep pace with the
needs of the many programs its supports.' This issue is obviously

a very critical situation and one which would appear to require
joint attention and action by the Administration and the General
Assembly. The auditors observed that attempts have been made in

recent months to clarify the ability of the State Lottery Fund to
continue to meet current program funding requirements and actions
were taken to transfer funding responsibility for certain programs
back to the General Fund. In his FY 1987-88 budget message, the

Governor proposed increased Lottery financing in the form of an $8

million increase in in-home services to the elderly but also
recommended that funding responsibility for $19.8 million in
supplemental security income payments and retarded elderly commu-—
nity residential services be transferred from the State Lottery
Fund to the General Fund. The auditors observed that the Gover-
nor's recommendations were accepted as reflected in the FY 1987-88
"General Appropriation Act" resulting in a net reduction in fund-
ing responsibility for the State Lottery Fund of approximately
$12 million. When originally enacted, Pennsylvania's "State
Lottery Law' restricted program funding from the State Lottery
Fund to financing of property tax relief for the elderly (which in
FY 1972-73 amounted to $25 million). From that starting point,
the array of senior citizen programs and services has grown to
encompass 17 separate programs which in total in FY 1987-88 re-
quire funding totaling $616.7 million. (See Tables 5 and 6.)

The various programs created since the inception of the Lottery,
including property tax and rent rebates in 1973, free and dis-
counted public transit in 1974, inflation - dividends in 1980,
discounted vehicle registration and aging programs assistance in
1982 and prescription drug assistance in 1984 have placed heavy
burdens on the Fund. Projections made by the Governor's Budget
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Office indicate that financing of existing program benefits
alone will require nearly $900 million by FY 1991-92. 1t is
recommended that the Governor's Office of the Budget, in conjunc-
tion with the Department of Revenue and other involved agencies,
continue to closely monitor and highlight (in a long-range plan-
ning sense) projected costs for senior citizen programs funded
from the State Lottery Fund in relation to the projected avail-
ability of State Lottery Fund revenues. Such information is
needed so that both the Legislature and the gemeral public can
maintain realistic expectations concerning the Fund's ability to
support currently existing Lottery-funded programs or to cover
the costs of newly conceived programs. Status reports on the
condition of the State Lottery Fund (such as those prepared by
the Budget Office in March and June 1987) should be periodically
developed and made available to the Appropriations and other
pertinent standing committees of the General Assembly. (A copy
of the June 1987 report is shown in Appendix F.)
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TABLE 5

Amounts Expended From the State Lottery Fund for Senior Citizen
Program Benefits, FY 1972-73 through FY 1991-92 (Projected)
($ Million)

Fiscal Year $ Amount
1972-73ciietieeeneennenesessnsansnaneee $ 25.4
1973=74eieieieeereenneecnensancannnnes 35.9
1974=75 e teieiecneeeesensnsosnsasnannes 70.5
1975-760ceeceeceececsescssnscnnsanances 70.7
1976-77 ceeeeeeacecencasosnnncnsnsnannns 71.1
1977-78¢eceieieeeceeneecscenscsssnaasns 74,6
1978-79 ceeeeccnneccesccensecsscssanases 76.6
1979-80cccccececececennssesssnscssccnns 152.2
1980-8l.ciiecenceccescnncsnnscnccannnas 149.0
1981-824ccveecececencsccccconnsanssesnns 194.3
1982-83..ccceeccecerceccccncccsnnsansas 211.9
1983-84cccecceececsscncsacnssennsensses 431.3
1984=85.ccetecececescocsecccansnnansaeas 5965,5
1985-86cccvecnceccecccesccsssncanessses 586.2
1986-871ccsecccscccnsccesresscannsnnans 625.6
Total to June 30, 1987..cccceecccecceccnccsnessanssanas $3,340.8
1987-88 (Available)..eeeeeesseaennesses 616.7
1988-89 (Projected) cceeeecersoesnssececss 697.7
1998-90 (Projected)ceseessssscsccacoscs 776.6
1990-91 (Projected)esescecscecccocccncs 824.7
1991-92 (Projected) eeseeecessscsscnsene 878.8
Source: Developed by LB&FC staff from information compiled by the Office

of the PA Auditor General, March 1987, and the Governor's Office of the
Budget.
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G. DEFICIENCIES RELATED TO STAFFING OF STATE LOTTERY MARKETING FUNCTION

FINDING:

It appears that certain deficiencies exist relative to the staff-
ing of the internal marketing function of the State Lottery.
Problems identified include staff vacancies, absence of technical
support positions, a decline in the marketing field staff
workforce and the absence of formal marketing training for field
staff. The position of Director of Marketing, which has responsi-
bility for planning, coordinating and directing the overall mar-
keting functions of the State Lottery, has been vacant since May
1987. The auditors were informed in late August that a Director
of Marketing had been hired and would begin work in mid-September
1987. The auditors also observed that the Lottery does not have
technical support personnel among its marketing staff who could
be available to carry out market research and analysis, generate
and interpret sales data, carry out forecasting activities and
perform other related statistical and analytical support func-

tions. Such personnel would generally be present in a sales-ori-
ented business enterprise. At the time of the audit, the central
office marketing staff consisted of the Acting Director of Market-
ing, two Assistant Directors, a numbers games coordinator, a
chain store account manager, and three administrative support
personnel. The auditors also observed that despite an increase
in the number of retailers or field agents (from 8,179 to 8,897
in the last four years), the number of Lottery field representa-
tives designated as district lottery representatives (DLRs) has
declined from 70 to 56. There also appears to be a current need
to clarify and redefine the marketing role and functions of the
DLRs and to provide formal ongoing marketing training for individ-
uals in these positions. Additionally, one of the Lottery's six
area marketing offices (Clearfield) has been without an area
manager since February 1986. During this period, one of the area
managers from the Pittsburgh Area Office has been acting area
manager for Clearfield on a part-time basis creating a situation
in which neither office receives her full attention. Insuffi-
cient attention to dealing with these staffing deficiencies would
appear to potentially restrict the State Lottery's ability to
effectively market the Lottery during a period in which sales are
leveling off. (See Finding D.) The Acting Executive Director of
the State Lottery indicated concurrence with the need to add
technical support positions to the marketing staff. It is recom-
mended that such positions be added and that their role and func-
tions within the recently reorganized central office structure be
clearly defined. It is further suggested that the Department of
Revenue act as expeditiously as possible to fill the vacant area
marketing manager position and that a comprehensive staffing
analysis be done to assess the adequacy of the size of the cur-
rent DLR work force, identifying area marketing regions in which
additional positions may be needed. The State Lottery should
also establish ongoing marketing training programs for the DLR
field staff.
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H. POTENTIAL TO INCREASE LOTTERY SALES THROUGH REDEFINITION, CLARIFICATION
AND ENHANCEMENT OF THE MARKETING ROLE AND FUNCTIONS OF THE STATE

LOTTERY'S DISTRICT LOTTERY REPRESENTATIVES

FINDING:

It appears that there is potential to increase State Lottery

sales through a redefinition, clarification and enhancement of

the marketing role and functions of the State Lottery's district
lottery representatives (DLRs). As of July 1987, the State Lot-
tery had among its complement a total of 56 DLR positions, down
from 70 in FY 1984 (while the number of Lottery retailers has
increased from 8,179 to approximately 8,900). According to the
current job description for the position, DLRs are responsible for
"a wide range of sales/promotional activities within an assigned
area." All lotteries appear to employ a staff of such sales repre-
sentatives to service retailer locations (for example, to provide
supplies, point-of-sale materials, educate retailers on new pro-
grams and ensure that retailers have the materials needed to oper-
ate). Until 1982 when a contracted courier service was emploved,
the DLR's essentially constituted a ticket delivery force. In
1984, on-line retailers replaced the State Liquor Stores as Lot-
tery claim centers, and pickup of unsold tickets was discontinued
when game close-out activities were transferred to the Instant
Games Control section of the State Lottery. Along with these
major operational changes to the Lottery, the role and responsibil-
ities of the DLR also changed. DLRs no longer routinely deliver
ticket stock to retailers, nor do they pick up unsold instant
tickets at the end of a game. Audits of retailer cash, adherence
to Lottery procedures, and helping retailers market Lottery prod-
ucts have become the major focus of DLR activities. Lottery offi-
cials have indicated to the auditors that they agree that the role
of the DLR has changed and that there is currently a need for the
DLRs to be retrained and to develop specific marketing skills.

The auditors observed that while changes in the role and functions
of the DLRs have occurred corresponding adjustments in the posi-
tion's job description and/or DLR manual have not been made (See
also Finding U.) As a result of the reduction in the complement
of DLRs and a general lack of specialized marketing skills and
training, it appears that State Lottery retailers may not be re-
ceiving all of the field support they need to sell tickets and to
understand the changes in Lottery games, rules and regulations
which occur. Also, with the number of retailers each DLR is re-
quired to serve (statewide ratio of 159 retailers to each DIR as
of July 1987), a low~sales retailer may not be given the help to
improve simply for lack of time of the DLR. Among a sample of six
state lotteries sampled by the auditors, the ratio of retailers to
field representatives was lower than Pennsylvania's in all but one
of the states (Ohio 66:1; Massachusetts 100:1; New Jersey 137:1;
Illinois 138:1; Michigan 138:1; and New York 260:1). The Lot-
tery's advertising firm conducted a 24-month pilot test project
ending June 30, 1987, involving supervision and direction of

the marketing and operational activities of District 1-F in the
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Philadelphia marketing region of the State Lottery (in lieu of
DLR services). As described in a January 1987 report _to the State
Lottery, this project involved the testing of various "promo-
tionally oriented test programs," including a marketing concept
referred to as "Maximum Density Distribution" (a method designed
to obtain new, incremental sales). The essential conclusions of
the advertising firm's test project were that the net result of
all the activities involved in the project was a '"statistically
significant growth in both sales and profits for the Lottery."

The report noted that the marketing innovations tested could be
replicated statewide and that with proper training the existing
DLR Lottery field force could implement the concepts tested. It
was projected that if the procedures, principles and practices of
the ''District 1-F" project were properly adopted statewide, ''mew
gross sales could be as high as the $30 million range.! The re-
port further concluded that "the role of the Lottery field market-
ing force is critical to maximization of sales."” The report cau-
tioned against assuming that the Lottery and its products sell
themselves. The auditors recommend that serious consideration be
given by State Lottery management to the conclusions of the pilot
project test program performed by its advertising firm and imple-
ment additional pilot projects incorporating the DLR methods and
techniques suggested by the advertising firm as means of increas-
ing sales. According to the Acting Executive Director of the
State Lottery, the Lottery plans on applying some of the tech-
niques from the "District 1-F" project throughout the remaining
Lottery marketing areas. Lottery officials have also indicated
that they plan to increase the number of DLRs during FY 1987-88 as
the budget permits. The auditors recommend that the Lottery devel-
op a comprehensive ongoing training program involving outside
sales and marketing professionals to improve the marketing skills
of the DLRs, The training should include those techniques proven
effective in the test project conducted by the Lottery's advertis-
ing firm in addition to guidelines on how to use all available
resources, i.e., sales reports, demographic/geographic surveys,
and the Lottery's computer programs. As part of the training
program, the DLRs should be provided with an updated procedures
manual. (See Finding U.) It is further recommended that the
Lottery revise the DLR's job description and qualifications to
reflect the changing role and current expectations for the posi-
tion and develop specific performance standards and incentive
programs for the DLRs.
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I. ABSENCE OF FORMALLY ESTABLISHED PROCESS FOR INTERNAL MARKETING

DECISION-MAKING

FINDING:

It does not appear that the State Lottery has a formally estab-
lished internal approach for formulating important marketing
decisions and strategies. While the State Lottery has a marketing
staff, it does not have a formally identified group of State offi-
clals and other key Lottery staff to consider and make important
Lottery marketing strategy decisions. Additionally, the Department
of Revenue and State Lottery officials have not developed a compre-
hensive long-range Lottery marketing plan.l/ The absence of such
a plan is particularly significant given the current pattern and
projected future leveling off in Lottery revenues. In its response
to the LB&FC's interim performance audit report, the Lottery stat-
ed, "While technically, the Lottery does not have a formal market-
ing strategy team in its organizational chart, there are regular
and frequent meetings of the chief executive, deputy executives,
marketing director, and members of the advertising agency who
consider and plan marketing activities." The auditors recognize
that while such informal marketing sessions may occur, direct

input is lacking from retailers and Lottery field staff and it

does not appear that long-range strategic marketing plans or ap-
proaches are formalized. In advocating an "assertive approach" to
marketing as the key to lottery growth, a state lottery executive
director noted that . . . by formalizing agency business plans and
developing strategic market plans, each lottery can have a blue-
print for determining the measurement of success. Goals and objec-
tives not met can be modified, so that a lottery qgency can be
managed by a plan, rather than managed by "crisis." Because of

its geographic nature, Pennsylvania faces certain special consider-
ations in marketing its Lottery games. As noted by the Lottery's
former Director of Marketing, the Commonwealth has the largest
rural population in the United States and "the needs of this group
must be addressed when planning marketing and advertising strate-
gles." On the other hand, the marketing of the Lottery must reach
the state's five major metropolitan areas. As discussed in Find-
ing A, marketing to these diverse target groups has been carried
out within an advertising budget that has been maintained "at one
of the lowest levels in North America." It is recommended that a
specifically designated marketing team be formally established
within the State Lottery and that this group be responsible for

the development and periodic revision of a comprehensive marketing
plan and strategy for the State Lottery. It is suggested that

this group include the Secretary of Revenue or his/her designee as
well as key officials and staff of the State Lottery. In develop-
ing marketing plans for the Lottery, this group should routinely
solicit advice and input from the Lottery's contracted advertising
agency and other pertinent service contractors, from lottery and
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public gaming consultants and business consultants (on an as
needed basis) and from the Lottery advisory group representing
Lottery employees, retailers and players which is proposed in
Finding W of this report.

1/The State Lottery receives advertising and related services under con-
tract with a private advertising agency. Under the terms of the contract,
the agency is '"to furnish professional advertising services and advice, in-
cluding marketing assistance." Among the agency's responsibilities are the
design of advertising campaigns, the placement of media advertising, the
development of suggestions for game changes and enhancements, participation
in overall marketing strategies and the completion of research activities
concerning the effectiveness of State Lottery marketing. The development of
a comprehensive marketing plan is not, however, among the agency's activi-
ties.
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J. INFREQUENT REBIDDING OF CERTAIN MAJOR SERVICE CONTRACTS

FINDING:

It appears that the State Lottery has maintained and continued
major service contracts with private vendors, in some cases, for
extended periods of time, through contract amendments and exten-—
sions. The State Lottery contracts with a number of private
vendors for a variety of services used in the operation of the
Lottery including development and printing of instant game tick-
ets, on-line game development and operations, advertising, and
courier delivery of ticket stock. (Please see Exhibit 1 for
descriptive information concerning these contracts.) While no
irregularities were found by the auditors in the issuance of
these contracts relative to the procedures established by the
Office of the Budget in the "Contracting for Services Manual,"
including issuance of a Request for Proposals (RFP) prior to
awarding a contract in certain instances, the frequency of the
Lottery's renewal of major service contracts has been inconsis-
tent and lacking in standardization. For example, the State
Lottery has maintained a continuous contractual arrangement with
its_current advertising firm since 1980. While each contractual
period was no more than two years in length, the contract has
remained in effect through numerous amendments with one rebidding
of the contract occurring in 1984. (Please see Exhibit 2 for a
chronology of the contract extensions.) Additionally, the Lot-
tery's current computer services vendor for on-line Lottery games
has provided such services to the PA State Lottery since 1978,

An RFP for this contract was issued by the Lottery in 1981, and
the current vendor was the successful bidder. Amendments have
extended this agreement through December 31, 1988. In another
case, contracted courier delivery services have been provided to
the State Lottery by the same firm since 1982. An RFP for this
service was issued in 1986 and two proposals were received; howev-
er, one bidder was determined not to be qualified.l/ The exist-
ing contract holder, Purolator Courier Corporation, was the suc-—
cessful bidder. The first Purolator contract was amended four
times extending it two years, and the second contract has been
amended once, extending it one year. While the initial contract-
ing periods for these agreements have not exceeded three vears,
frequent renewals and amendments have extended them for lengthy
periods of time. A Council of State Governments publication
entitled "Buying Professional and General Services: A Guide"
cites the benefits which a state agency can realize through the
presence of competition in the acquisition of professional con-
tracted services. Among the benefits noted are "best vendor
thinking" and "better pricing." As stated in the "Guide," "if
the state does not solicit competition and works with only one or
two firms, there is a danger that the best firm will not be cho-
sen,"” and . . . "the total value received is greater whenever

professional services are purchased through competition.”" A

Department of Revenue official indicated to the auditors that in
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the future RFPs for major service contracts with the State Lot~
tery will be issued on a regular and routine basis reflecting a
contracting policy reportedly established by the incoming Adminis-
tration. The auditors recommend that the Lottery continue to
adhere to standard Commonwealth contracting guidelines and that
consideration be given to establishing specific guidelines con-
cerning the frequency with which major service contracts will be
rebid (etg., at the expiration of the initial agreement, after

one renewal, etc.)

1/This vendor reportedly did not have PUC authorization to provide deliv-
ery services in the Commonwealth.
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K. FURTHER REFINEMENT OF THE ALLOCATION/DISTRIBUTION SYSTEM FOR LOTTERY

INSTANT GAME TICKETS MAY BE BENEFICIAL

FINDING:

While it appears that the State Lottery has made improvements in
its system of allocation and distribution of instant game tickets,
further refinement of the process may prove beneficial. The cur-
rent allocation/distribution of instant tickets is an automated
system that operates through the Lottery's network of on-line
computer terminals. The "continuous'" allocation process revolves
around retaller "settlement" (i.e., notification that tickets have
been sold and monies deposited to a bank account) of sold packs of
instant Lottery tickets which triggers allocation from the central
office (with distribution via courier delivery service) of addi-
tional tickets based on pre-established retailer credit limits.

As noted in the LB&FC's interim performance audit report on the
State Lottery, a misallocation of tickets for an instant game,
resulting in Lottery retailers running out of tickets, may have
resulted in a significant loss of potential sales for the State
Lottery in late 1986. After changes had been made by the State
Lottery to correct this problem, excessive allocations were report-
ed in March 1987 with some on-line retailers refusing shipments of
instant game tickets. In April 1987, the Lottery introduced a
continuous allocation process (based on average weekly sales) that
replaced the tickets being settled as a game neared its end with
tickets for the next game. The system also has a timing factor
that can be activated near the end of a game to reduce or cut off
shipments to retailers with low average sales. Based on examina-
tion by the auditors of allocation system records for the period
early June through early August 1987 ("Summer Fun' instant game),
it appears that the over-allocation and under-allocation problems
which had recently been experienced were adjusted for by the sys-
tem changes. It also appears to the auditors that the potential
exists for further refinement of the current system primarily
through closer monitorship of the frequency of ticket deliveries
and status of retailer ticket stock. Management information in
these areas is not routinely developed by the State Lottery.
Manual development of such information by the auditors was carried
out based on allocation records for the 'Summer Fun' instant game
time period. This analysis indicated that some retailers made
settlements every day and correspondingly received deliveries of
replacement tickets five days a week and that some retailers with
high credit limits maintained correspondingly high numbers of
ticket packs throughout an instant game. The auditors recommend
that retailer credit limits set by the Lottery be reviewed and
adjusted on a routine basis, using historical sales data stored in
the existing computer system, to prevent the potential security
and control problems that can be created by allowing retaillers to
accumulate large supplies of tickets. The auditors also recommend
that the settlement and delivery procedures be reviewed to deter-
mine whether or not the frequency of courier deliveries can be
reduced without creating ticket shortages or security problems for
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retailers. It is suggested that the Lottery develop a system to
monitor the frequency of courier stops per retailer, to investi-
gate any which seem too frequent or irregular, and to consider if
opportunities exist to modify the allocation system to reduce the
overall number of courier deliveries which are necessary. It
appears that less frequent deliveries may be possible, especially
during the first week of new games, and that cost savings could be
realized (see Exhibit 3).
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EXHIBIT 3

Analysis of Frequency of Delivery of Instant Lottery
Game Tickets to A Sampling of State Lottery Retail Agents

1. The auditors examined the frequency of delivery to a sample of twelve
Lottery retail agents with "low," "medium," and "high" volumes of sales for
a 1987 instant game ("Summer Fun"). These classifications were developed
by the auditors based upon the ticket pack allocation limit of the retailer
(4 and under - low, 5 through 12 - medium, and over 12 - high). This
examination indicated that while a low volume retailer may receive 1 or 2
deliveries of tickets during the course of a game, medium and high volume
retailers may receive ticket deliveries from Purolator every day of the
week. For the retailers sampled, deliveries averaged from 1.00 to 9.27
packs of instant tickets per delivery (under the present contract with
Purolator, the cost of delivery is the same, $5.25, for either one pack or
up to eighteen packs -~ when delivered to ome location).

2, An examination of Purolator Courier invoices for two eight-week games
in 1987 ("Fortune Spin" and "Big Wheel") indicated that first week
deliveries (when each retailer receives the initial game allocations)
averaged 15,238, or almost 1.75 deliveries per retailer.

The auditors recognize that the continuous allocation system is designed to
maintain a constant inventory of tickets on hand for the retailer and that
Lottery management staff believes that the expense of several repeat deliv-
eries each week to a high-volume retailer is more than offset by the poten-
tial negative impact on sales a shortage of tickets may have. While daily
deliveries may be appropriate in some cases, it seems that there is room in
the system for "fine tuning" that could result in less frequent deliveries
to some retailers without a loss of sales due to ticket shortages. In the
case of the first week deliveries described above, for example, there would
appear to be potential for savings. For the two games examined, first week
deliveries averaged about 1.75 deliveries per retailer. If deliveries could
be consolidated into 1 per retailer for the first week of instant games,
the Lottery could realize a savings in annual delivery costs of
approximately $260,000 (assuming 8 games per year, 9,000 retailers, and
$5.25/delivery).

Source: Developed by LB&FC staff.
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L. COMPARATIVE COSTS OF COURIER VERSUS IN-HOUSE METHODS OF LOTTERY TICKET

DELIVERY SHOULD BE CONSIDERED

FINDING:

The delivery of ticket stock by a courier service is a fairly
common method of delivery used by Pennsylvania and a number of
other state lotteries. The State Lottery currently uses the
service of a contracted courier for the delivery of instant lot-
tery tickets, point-of-sale material, and on~line ticket stock.
Prior to 1982, Lottery staff persons (District Lottery Representa-
tive - DLRs) were responsible for delivery of these materials.
Effective July 1987, courier delivery services were extended to
on-line ticket stock delivery to the Philadelphia area resulting
in courier delivery of all Lottery ticket stock throughout the
state. The auditors found that, as of the time of the audit,
eight state lotteries were using a courier service for delivery
of all or part of their ticket distribution. Under the current
$3.7 million contract in Pennsylvania with the contracted deliv-
ery service (Purolator Courier Corporation), the PA State Lottery
pays $5.25 per delivery drop; this charge appears to be in line
with Purolator fees charged other state lotteries for ticket
distribution: California, $5.30, and Maryland, $5.00.1/ The
contract for a courier service was rebid by the State Lottery in
1986 and Purolator Courier, which was determined to be the sole
qualified bidder, was awarded the contract. The contract with
Purolator has been extended and presently is scheduled to expire
in 1988. A Lottery official and several Lottery employees have
suggested to the auditors that the Lottery could deliver ticket
stock to retailers at far less cost than the present contract
with Purolator. This would presumably entail a dedicated in-
house delivery force of Lottery employees and vehicles. The
auditors recommend that, prior to rebidding the next contract for
courier services or extending the existing contract with
Purolator, the State Lottery conduct a comparative cost analysis
of the utilization of a private courier service to deliver Lot-
tery ticket stock versus the establishment of an in-house state
employee delivery force to carry out comparable services. This
analysis should consider the various ticket distribution possibil-
ities, ranging from full distribution of all ticket stock to
delivery of only instant game tickets and/or on-line ticket
stock. Also considered should be selective delivery to only
certain areas of the state in which courier or in-house delivery
would be most cost-effective. Some Lottery states reportedly
divide ticket delivery responsibilities between in-house staff
and private vendors. The results of this analysis should be used
in determining the specific delivery system that will be most
cost-effective for the State Lottery. Information on the outcome
of the comparative cost analysis should also be presented to the
appropriate standing committees of the General Assembly.

1/According to an official of the Purolator Courier Corporation these
three states, California, Maryland and Pennsylvania, were the only state
lotteries which were being serviced by Purolator as of August 1987.
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M. OPERATIONAL AND ORGANIZATIONAL CHANGES MADE BY INTERNAL STATE

LOTTERY MANAGEMENT STUDY TEAM

FINDING:

An internal Department of Revenue management study conducted at
the State Lottery simultaneous with a segment of the LB&FC per-
formance audit identified a number of organizational and opera-
tional deficiencies. In response to concerns about the manage-
ment and operations of the State Lottery, the incoming Administra-
tion established an internal study team which consisted of a
special "management advisor" and analyst staff from the Pennsylva-
nia Department of Revenue. The work of this group occurred be-
tween late March and mid-August 1987. A written management re-
port resulting from the study team's work was presented to the
Secretary of Revenue in May 1987, and a reorganization plan, re-
vised organization chart and related functional statements were
reportedly prepared and presented to the Secretary of Revenue in
mid-August 1987. The auditors had ongoing communication with the
Lottery's "management advisor" and reviewed the internal task
force's May 1987 report. Many of the issues identified in the
report were likewise noted by the LB&FC staff during the prelimi-
nary survey phase of this performance audit. Such issues includ-

ed uneven workload distributions, insufficient attention to

cross—training of Lottery personnel and to the development of
"back~up" staffing capabilities as well as functional fragmenta-

tions in the internal organization and administrative structure

of the Lottery. Also noted were backlogs in Lottery processing

activities, weaknesses in internal communications within the

Lottery, deficiencies related to the role and functioning of the

State Lottery field staff and the absence of sufficient invento-

ry, procurement and budgetary control systems. The auditors

observed that the State Lottery's management review has resulted

in specific corrective actions being taken to address certain of

these areas. These include the reduction of processing backlogs,

the development and implementation of various administrative

control systems, the initiation of cross-training of Lottery

staff and the holding of weekly meetings to facilitate communica-
tions among Lottery staff. The auditors recognize the efforts of
the task force as a very beneficial activity and one which is

compatible with the objectives of the LB&FC performance audit
process. The current Acting Executive Director of the State

Lottery has indicated that the internal management study process

is an ongoing process and that it will be extended in more depth
to the area marketing offices by the Lottery's new marketin
director who is to begin work in mid-September 1987. The audi-
tors support the continuation of this process and recommend that
the implementation of the work of the internal management review
be coordinated with response actions taken in relation to the
recommendations contained in this performance audit report. It
should be noted that the auditors are unable to comment on the
reorganization plan which the internal management review group

proposed for the State Lottery. This plan was requested from
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the Secretary of Revenue in late August 1987 but was not made
available to the auditors. It is recommended that details of the
reorganization plan that is presently under consideration be made
available to the Gemeral Assembly and that the State Lottery
consult with and receive input on this plan from a lottery gaming
consultant and/or private business consulting firm before final-
ization and implementation of the plan occurs. (See Finding E.)
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N. POTENTIAL TO INCREASE LOTTERY SALES BY INCREASING FREQUENCY OF "BIG 4"

NUMBERS GAME

FINDING:

It appears that the potential exists to increase State Lottery
sales through increasing the frequency of the Big 4" numbers
game. Pennsylvania is one of 15 lottery states which offers a
four-digit numbers game in its mix of lottery games. Such num-
bers games permit the lottery player to choose his or her own
four-digit number, the winner being determined by a drawing. The
Pennsylvania State Lottery initiated a "345 4" game in late 1980
and presently conducts "Big 4" drawings three times per week, on
Tuesday, Thursday, and Saturday. During fiscal year 1986-87, the
"Big 4" game generated approximately $98.5 million in sales for
the Pennsylvania State Lottery. Of the five lottery games of-
fered in the Commonwealth ("Lotto," "Big 4," "Daily Number,"
"Instant Games,' and ''Super /"), the "Big 4" ranks last in terms
of total sales generated. As shown on Table , all states which
have four-digit lottery games run such games more frequently than
does Pennsylvania. Two states offer the game seven days a week
and the 12 others have such drawings six days per week. (The
District of Columbia Lottery also offers six drawings per week.)
There are indications that considerable growth in lottery sales
could be realized if the number of "Big 4" drawings held per week
in Pennsylvania were increased. A lottery gaming comsultant who
is a past executive director of the Pennsylvania State Lottery
told the auditors that he believes "that the Pennsylvania State
Lottery is still capable of growth and can probably achieve a
three percent growth rate in sales simply by increasing the num-
ber of "Big 4" drawings...." The current Assistant Director of
Marketing for the State Lottery also expressed the opinion to the
auditors that the Blg 4" game could be offered six days a week
without "cannibalizing;ﬁor cutting into the sales of other lot-
tery games. A 1987 report prepared by the Lottery's market-
ing/advertising firm stated the following regarding the "Big 4":
"two additional drawings could yield an estimated $30 million in
revenue during the 1987-88 fiscal year..r Although the market-
igg/advertising firm made suggestions for a July 1987 introduc-
tion, the State Lottery has not acted and reportedly had no plan
to increase the number of "Big 4" drawings as of September 1987.
A Revenue Department official informed the auditors that one
reason that the number of "Big 4" drawings has not been expanded
relates to a concern that additional sales generated would likely
be concentrated among individuals who have the least amount of
disposable income. The auditors concur that the effect of game
expansion on individual segments of the player market 1s a legiti-
mate concern which would require formal study to document. It is
recommended that the State Lottery give strong consideration to
increasing the number of "Big 4" drawings held per week. Prior
to making this decision, however, it is suggested that further
study be conducted to determine if such action would negatively
affect specific player groups and/or would reduce sales in other
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lottery games. Likewise, consideration should be given as well
to the impact, if any, such action might have on the chronic or
compulsive gambler. (See Finding X.) It is suggested that valu-
able insights concerning the effects of more frequent four-digit
drawings might be obtained by the Lottery through contacts with
lottery agencies in other states which have more frequent games.
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TABLE 7

Frequency of Four-Digit ("Big 4") Lottery Numbers Games,
Pennsylvania and Other Lottery States*/

Frequency of Four—Digiy
State Games Per Week (Days)

Connectlcut.sseeeeeceeesesssossssesrsccsccasssssnnse 6
Delaware...ceeeeecses cssesesecccassessasenscccsnas 6
I111in0iSesceceececsoceesssenesacsnscsssccnsnsacnnss 7
Maine.seeesooseocesssccesococacassosoncecssvosnnnne 6
Maryland...eeeeeeeeeencesssasasnesscccsassoncnnons 6
MassachusSettS.ceeseeescescccscsosacnsosssssssscncse 6

Michigan.ceeeeeseeesoscacsoscesssosesssosccsscscsssnns 6

New Hampshire.eeeeeceeeecsessseessscssesassoncnsannas 6

New JersSey.eeecesssssscececccssanssssonne csssssnne 6
New YorK.oeeeeoeeeoosoooseeceasassscsosnsccccnsosses 7
L0 ) T I T 6
OrEEON.eeesscscacesscessssscasnsossssasssasosssnscsss 6

PENNSYLVANIA.......-..ooooo.oo.-co.oo-c.oooo.c-oo- 3

VeIMONt . cevesososeossscscsnsssssssssossssassssssssess 6

WeSt Virginia..................................... 6

*/Note: Not all lottery states have four-digit numbers games; the lot-
tery operated by the District of Columbia also offers "Big 4" drawings six
days per week.

Source: Developed by the LB&FC staff from the Handbook of U.S.
Lottery Fundamentals, 1987, Public Gaming Research Institute, Inc.
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0. ABSENCE OF STATE LOTTERY FEE MANAGEMENT SYSTEM

FINDING:

The State Lottery does not have an established fee management
system which provides for periodic review and assessment of the
appropriateness of Lottery fee charges. As shown on Exhibits 4
and 5, four categories of fees were being charged by the State
Lottery at the time of the audit for: (1) processing of annual
Lottery retailer licenses; (2) Lottery telecommunications services
(data line charge) for Lottery retailers; (3) installation of
on-line computer terminals; and (4) relocation of on-line computer
terminals. The proceeds from these fees, which are recorded as
augmentations to reduce the general operating expenses of the
State Lottery, amounted to $2.4 million in FY 1986-87. It appears
that adjustments in these charges may be warranted. A Lottery
official informed the auditors that the Lottery does not formally
or informally review the appropriateness of the fee rates charged
and the auditors were unable to identify the specific basis of the
fee rates which are currently in effect. For example, the audi-
tors observed that the license processing fees for retailers under
consideration to receive on-line terminals and charges to on-line
retailers for telephone company services do not appear to be off-
setting the pertinent costs being incurred by the State Lottery.
The "Commonwealth Fee Report" (issued by the Governor's Office of

Budget and Administration in 1981) advocated a process that would

"periodically review fees and make recommendations for fee chang-
es" with fees being analyzed to determine "the degree to which

they are recovering their related costs." As stated in the "Fee

Report," "the guiding policy for this effort has been to bring fee

rates more into line with the governmental cost of conducting the
associated activities." It would appear that unrecovered Lottery
operating expenses and costs reduce the funds which are available
for the programs that the State Lottery Fund supports. A proposal
injtiated within the Marketing Office of the State Lottery in
March 1987 recommended increases in weekly line charges for Lot-
tery retailers and in installation costs with cost savings to the
Lottery for fiscal year 1987-88 estimated at $1.0 million. As of
September 1987, the Acting Executive Director of the Lottery in-
formed the auditors that he was examining the charges to on-line
retajlers to determine their equity and whether the Lottery was
recouping a fair portion of actual expenses incurred. It is recom-
mended that the State Lottery develop a formal fee management
system through which all of the fees which it charges are reviewed
on a regular basis according to established policies and guide-
lines for determination of the appropriateness of the fee rates
(relating to the extent or percentage of which actual costs associ-
ated with the services provided by the Lottery are to be recovered
through the fees charged). It is recommended that the State Lot-
tery identify all activities pertinent to the processing of appli-
cations for licenses and requests for on-line terminals and that
the costs of other fee-related activities be documented and that
the corresponding fees be charged at a rate sufficient to enable
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the Lottery to recover a reasonable specified percentage of the
pertinent activities. In this process, the fee increase proposal
developed by the Lottery's Marketing Division in 1987 should be
considered. It is recommended that the State Lottery establish
its fees in regulation and that adjustments be made through the
regulatory process as necessary.

59



*anuaasy Jo jusmiaaedag y4 €£193307 93vIS V4 2U) WOIJ PAUFRIqO UOTIPWIOJUT WOIT FIvIs HdndT £q palrdmo) :921Inog

(*x Burpurg °9g)

*$3500 U e3ep duoyda[al JO SIUSWESINGEUIAX UL PIapnIouI/d
*S3S00 UOTIBOOTSI puEB UOTIE[TBISUT SUF] BIEP JO SIUSWASINQU[SI SIPNTIUL/]

*S9S8S0T 3193013 pTosun 3sufede 3a8eIa2A0D I0J JUNOIIB

s3dyed91 po3dTilsel v uy pajrsodsp 993 Buyssedoad asusdTT 8yl Jo uojixod ¢¢ Yyl moxay s3dIedai IpnyoOUT Jou mwom\m

Q
e}

/o SI9TTe138Y SUTT-UQ PaIEBIOTIY UOT3IEed0TaY 194 00S$ **+*381BY) UOTIBIOTIY SUTT] mumq
STRUTWID], 2UTT-U(Q I0J Ssisanbay
/° posoaddy YaTm SIS9[TIBI9Y  UOFIB[IERISUI I3d 00Z$ **931eY) UOTIBTIBISUI SUTT BIE(Q
\nooo.mom,mw SI9TTRI9Y SUTT-UQ L1399 ST $ **e+*a81ey) Uy eIEQ duoydaya]
\moHN.¢oH $ sjueorTddy pue se9suadTT Tenuuy GT $ seecrccrezng BursSSaV0Ig ISUIDLT
[8-986T1 Xd ¢sadfeo9y FEEY.CF Adusanbaxag junomy 9dA], 294
294

A1923307 °93B]1S BTUBATASUUSJ 9Y) Aq pasdiey) sa94

¥ LI9IHXH



*3sS00 28ei9ArR 3pTMIIBIS 34yl 03 Tenbs junowe ur 10 ‘Gg/$ JO 1ISOO WNWIUTW IY3 €3S0O 93vIdAR 9PIMOIEBIS

3yl Jo y%(0G 01 IaTIB3Ia1 2yl 023 2a3xeyd 3yl BUTSELIdUT I0J SadUaIaJaad passaidxa asaAey STETITIFO L£193307 °9SBIID
-UT S93Bl1 3yl SSITUN 33BIS 3Y} JO SBIIR ISOW 10J Gf/$ 3B 350D 3yl desay 03 pojrdadxs ST (9A0qQe 7} 99S) WIISLs
TT29d 2Y3 03 3DTAISS SUTT-3UOT 9Y2 JO UOTSISAUOD 3y ‘uorieyreIsur 1ad oy ¢ 031 G6/$ WoiJ paduel 3sod Teniode
a3l “/86T LATIeo Ag °*STRUTWIS®] ITOY] I0J SSUTT BIEBP SUOTILIFUNUMODITII 9yl SuF[[BISUT JO 1S0d 8yl Jo uorixod
B 19A0D 03 (00Z¢$ SI9TTEIDI AUTT-uo mdu Burlaeyd useq sey £193307 9IS YL :S3S0) PIIBLO0SSY/U0OTIRUBTAXY

[8/G 3O S unWIUT® G/¢$ :AI93]107T 921B1S Aq P9110day SISO0) PalIBIDOSSY

uorjeTIeIsSul 1ad QQz¢ :Iunomy o994

281eyy uorle[IRISUI (SUT] BIR(Q) [BUTWIS] SUTT-UQ :0dAL ®o4g

*paaedroriue se yonm se doap jou PIP SISOD JT UOFYSNO B 3apTAoid 03 pue paiinduf Apeoile S9SSOT

19409391 03 Y@3m 19d (z¢ saoTTeiax surl-uoc SuySieyd 10J 2ouarajaad B pessaidxa [BTOTIJO £193107 B ‘I2A038uRyd
9yl 1933e 981BYD SUTT [BIOI 9yl JO %0G Iussaadax pynom }aam i1ad ¢1¢ sxaym jurod ® 03 doap 3ysTm S3IS0O 3Byl
8urjoN °se8iaeyd sury-3uol ur sSutaes TefFjualzod poajussaidox aaao98uryd 9yl ‘TRIOTIJO 9NUAAIY 94l 03 SULpiodIYy
*90TA13s 3yl 3urpraoad ussq pey YOTYM IRIV UBYI 3S0D I9MOT LATIUBDTITUSTS B 3B 9OFAIaS JSUIT-SUOT 9yl Yysyu
—-any o3 Tesodoad v pajatuqns TI9g °JID Lq papraoad aq pPINOm 2O0TAIIS 2I3aym SKITUTOTA 9TIY 9y3j 3deoxe suoT3l
—-BO0T TT® UF SIa[Felal A133307 93e1g 10J 90TAI9Ss suoydeyal asury-3uo] Surpraoad ur8aq 03 PIINPayYdsS SeM BTUBATAS
-uuag Jo TT3d /861 ‘1 AInf uo ‘3eyl SIOITPNEB DJARAT 943l PI0I TEBFOTIJO anuaaay jJo juamiaedaq v °/86T1 ATIe® UT
31S00 3Y3 Jo %0G UeYl SSIT BUTIIA0091 SeM A193307T 9Yl 3IBYl PoIBOTPUT STBIOTIJO 9yl “I9A3MOH °saur] suoydeyol
103 S31S0D0 23eI2A® O9PTMOIBIS 3Yl JO %0G ISBST IB SIafrelax aulT-uo SurBieyd £q senuaassx s3T SurjuswSne Jo oni
TeWIOJUT U®B MOTTOF 03 PaTal pey £L133307T 3yl ‘STETOTIFJO £193307 03 BUIpAOIOY :S3S0) Po3IBII0SSYy/uorirueTdxy
[8/G 3O se AIY99M /[¢¢$ :A193307 923BIS AQ pe3ixoday S3ISO) PalIBTI0SSY

¥odM/GT¢ aunomy 994

a28aeyn surT ®ieQ °uoydsfay :9dLL o4

*sosuadxs Surjeasado £L193307 90npax 03 pesn ST O[¢ SuyuremLa ayj

* (X Buppuri 99s) 9afF 10 £19qqox ‘KAieT3anq Y3noiyl 3ISOT SISYDTI I9A0D 03 Junodde s3dTa791 PeIofilSal B 0IuUT
po3rsodep ST 993 Buyssadoad 9sUSITT GI¢$ YOBS WOIJ SIBTIOP 9AFJ °SIUSWNIOP JeIOURUTI SUTISIX® WOIJ PIUTWIIISP
ATTpea1 2q joUUBD $3S0D TBNIOE 9yl {STPUTWIa)} 103 S3sonboi pue s9suady[ 103 suorizeofrdde jo Sursseosoad Clip}

UT AT9ATSNTOX® POATOAUT ST A193307T 93B1S 9yl UTYITM 3ITun [RUOTIRZIUBSIO ON $$380) PaI1BFI0SSY/UOTIRUBTAXY
9TqeTTRAY 10N :AX9]1307 23B1S Aq P9330day S3IS0) PIIBEI0SSY

Ieak/Gg1$ :3unowmy oo

997 Burssed01g 9SuUsOT] :9dKL 997

Po1andul S$31S0) POIRTIY—994 POIBIO0SSY pUB AI93307T 23B1S BTURATASUUd]g
2yl £q po3aeyp so99j uzamiag dyysuorileay

S LI9IHXH

61



N
O

*anuaAdy Jo jusuwliedeq yq ¢Iusmeleuey
TBIST4d JO 90TIJ0 94yl pue £193307 23®318 V4 94l Lq papIisoad uoljewiojuf woxJ JIelrs D94 £q padoTaaaq :991nog

*3sonbazx
IT9Y3 e sTeurwial} 3urled07a1 JO 3500 T[N 9yl sas[reraxa Surdaeys 103 souaiajaid ® passaadxe aaey STEIOTIJIO

£193307 *(°A0qe ¢f# 99S) TPUTWIS] MAU B JOJ SIUT] BIBP JO UOFIBTIEISUT 9Yl SB 3S0D JWES Y3 SINDUT SaUTT
BIBP SUOTIBDTUNUNODST] Mdu Jufaifnbai uoTIBOOT s,19TIeIa1 B UY 93uRyYd y :S3S0) pole[o0sSsy/uoriruerdxy
[8/G JO S® °"ulw Gg/¢$ :+AI931307T °93B1S Aq P93A0ddYy 53150) PYIBTIOSSY
uot3edoTay xad QgpGc¢ :aunomy o9s4

UOTIEBO0TdY (PUTT BIBQ) TRUTWIA], SUTT-uQ :9dLL 994 °¥

(panutjuo))
P21INdU] $3S0) PIIBTIY—99J POIBTO0SSY pPUB AI93307T 93BIS BIURATASUUIJ
2yl £q padaey) soa4 uaamiag drysuorieyay

¢ II9IHXH



P. LACK OF FORMAL WRITTEN PROCESS FOR LICENSING OF ON-LINE LOTTERY

RETAILERS

FINDING:

The State Lottery does not have a formal written process through
which applications for on-line Lottery retailer licenses are
awarded, and it appears that procedures followed in this process
are not uniform among the Lottery's six area marketing offices.
On-line Lottery games accounted for $1.1 billion or 847 of total
Lottery sales during FY 1986-87. As of July 1987, 337 or approxi-
mately 3,000 of the State Lottery's approximately 9,000 retail
agents were on-line retailers. In order to become an on-line
retailer, there are specific steps which must be taken by an inter-
ested retailer. The auditors observed, however, that the current
on-line retailer application process is unwritten and appears to
be characterized by several deficiencies. These deficienciles in-
clude: (1) the lack of formal written criteria for the selection
of on-line retailers; (2) Lottery area marketing office practices
and procedures for the on-line retailer application process appear
to be non-uniform; (3) the retailer is not required to complete

an application and it appears that the burden of the application
process is carried by the District Lottery Representative (DLR)
(the DLR is required to fill out a "site survey" for each retailer
applying for an on-line license, requiring approximately 2.5 hours
to complete); and (4) lack of a computer system to track the sta-
tus and provide management information regarding on-line retailer
applications. It appears to the auditors that the lack of written
procedures and criteria for the on-line retailer application and
selection process may lead to uncertainty in the minds of existing
retailers and potential future lottery retailers about the specif-
ic steps and criteria used for the selection of an on-~line retail-
er. It also appears that the current process, with the burden of
work on the DLR, reduces the amount of time the DLR has to provide
marketing/sales assistance to other Lottery retailers. The audi-
tors also noted that the records of the status of individual re-
tailers' requests are maintained manually in the Marketing Divi-
sion at Central Lottery Headquarters; a computer tracking system
could eliminate the manual process and provide information on the
status of an individual's application for management and inquiry
response purposes. Additionally, a computer tracking system could
provide management with summary information on elapsed time to
process on-line retailer applications. The auditors recommend
that the Lottery develop written procedures for processing re-—
quests for on—-line terminals, standard formats for keeping records
of requests in area offices, written criteria for selecting loca-
tions for terminals, and a computerized system for tracking re-
quests. The auditors also recommend that the Lottery revise the
application process to require the applicant to complete an ini-
tial application prior to the DLR visitation and site survey.
Additionally, it is recommended that the on-line retailer licens-
ing process, including retailer selection criteria, be established
in regulation by the State Lottery.
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Q. CERTAIN LIMITATIONS EXIST IN CAPABILITIES OF CURRENT ON-LINE LOTTERY

COMPUTER TERMINALS

FINDING:

"On-line" computer terminals in use at almost 3,000 of the Penn-
sylvania State Lottery's approximately 9,000 retailer locations
are outmoded and lacking in state-of-the art capabilities which
are presently available to the Lottery industry. 'On-line" Lot-
tery games (i.e., those involving ticket-generating terminals
hooked up to a central computer via telecommunications lines, such
as numbers and lotto games) accounted for approximately $1.1 bil-
1ion or 84% of gross Lottery sales in the Commonwealth FY 1986-
87. As of the time of the audit, the Pennsylvania State Lottery
was being supplied with on-line terminals through an $18.8 million
contract with a private vendor. Two types of terminal models
(referred to as the TVT and the TDT) were being provided to the
State Lottery under the terms of the current agreement. Although
both models give Lottery retailer operators the capability to sell
tickets for numbers games, cancel tickets, process winning tick-
ets, and obtain accounting reports, the older model (TDT) does not
have any unused memory capacity. Additionally, a Lottery official
informed the auditors that the TDT is not able to sell tickets
when it is downloading information (when stored data is being
transferred to the central computer) or before and after any man-
agement function is used. As of July 1987, between 357 and 40% of
numbers game revenue was coming from sales processed through the
older TDT terminals. An official of the Lottery's computer vendor

(Control Data Corporation — CDC) explained to the auditors that PA
Lottery retailers being "brought on line" for the first time are
given TDTs since the contractor (CDC) does not have any other
models available in storage for the PA lottery. The auditors thus
found that the PA State Lottery is presently using the maximum
functional capability of approximately 507 of its on-line termi-
nals in retailer locations. As a result of the limited capabili-
ties of current system on-line equipment, the Lottery is not able
to offer game enhancements and innovations and, for example, is
not able to offer its "quick—pick" option for numbers games other
than "Super 7." (When a recent Super 7 jackpot reached $5,000,000
over 457 of the plays were "quick picks.") One Lottery official
told the auditors that, although neighboring states with "quick-
pick' games were attracting Pennsylvania players when jackpots
were high, residents of other states were at the same time discour-
aged from playing PA Lotto because the "quick—pick" option was not
available. Available TVTs (the superior of the two models avail-
able to the PA Lottery under the present contract agreement) are
reportedly placed in existing highest volume locations. A CDC
official stated that, if negotiations with the PA Lottery resulted
in a requirement for additional TVTs, terminals could be supplied
at a cost from the CDC's inventory of TVTs originally used in the
State of New York, where a newer advanced model is now being

used. CDC officials indicate that their firm has available and
would be able to supply an even more sophisticated model that is
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being marketed to states currently in or approaching the procure-
ment process. According to the CDC official, the PA Lottery has
indicated that funds for replacing the old TDT equipment or enhanc-
ing its memory capacity are not available. The State Lottery's
current contract agreement with its computer vendor for on-line
games is scheduled to expire on 12/31/88. As of July 1987, the
State Lottery was reportedly seeking a consultant to assist in the
preparation of a request for proposal (RFP) from on-line vendors
capable of supplying a full-range of state-of-the-art equipment to
the State Lottery. A Lottery official described the existing
system as adequate but outdated and said that the Lottery wanted
to take advantage of the availability of other equipment. Tenta-
tive plans and scheduling by the Lottery call for signing of a
contract with an on-line vendor in April 1988, testing equipment
by August 1988, and initiating installation and start-up of the
new system before the existing CDC contract expires at the end of
calendar year 1988. The auditors recommend that the State Lottery
aggressively pursue its plans to obtain an upgraded state—of-the-
art system for its on-line games and consider the full range of
equipment available to the lottery industry. At a minimum, the
new system should be capable of validating instant tickets, pro-
cessing transactions faster, storing larger quantities of data,
and offering new options and game enhancements. It is suggested
that Lottery officials look into system enhancements and equipment
being installed and implemented in other states and the resulting
impacts on sales which are reported. In addition to contacting
the Lottery's current vendor, the auditors visited the headquar-
ters of another corporation which serves the computer needs of the
lottery industry and received explanation and demonstration of
currently available lottery equipment. These demonstrations indi-
cated that state-of-the-art technology can be adapted to meet the
needs of individual clients. It is recommended that State Lottery
officials continue in their efforts to obtain improved computer
terminals via the rebidding of the contract for this service, and
make every effort to take advantage of the latest technology avail-
able to the lottery industry. In the interim, it is suggested
that the State Lottery carefully study the cost/benefit implica-
tions of negotiating with its current vendor to upgrade at least
the TDT component of its system (or to take other action) to ex-
pand system capabilities over the final 15 months of the current
contract and conduct such negotiations if warranted.
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R. ABSENCE OF AN EDP DISASTER RECOVERY PLAN

FINDING:

A portion of the computer services which support the operations
of the Pennsylvania State Lottery are not covered by an EDP disas-—
ter recovery plan. The State Lottery currently does not have a
written disaster recovery plan for its IBM System 38 Computer nor
is there an arrangement for an alternative data processing site
for use in the event of a disaster. The State Lottery currently
utilizes an IBM System 38 computer at its central headquarters
for various administrative and operational functions including
text processing, business graphics, inventory control, and the
bar coding system used to track ticket settlement envelopes. The
State Lottery also uses the computer services of the Department
of Revenue's Bureau of Computer Services and of Control Data
Corporation, the private firm which currently holds the contract
with the State Lottery to supply on-line numbers games. The audi-~
tors have determined that both the Revenue Department's Bureau of
Computer Services and Control Data Corporation have EDP disaster
recovery plans and alternative site arrangements for use in the
event of a disaster. Several groups involved in auditing EDP
systems, including the U.S. General Accounting Office and the
consulting firm of Price Waterhouse, cite the need for and value
of correcting such EDP deficiencies. Additionally, Commonwealth
management directives require agencies under the Governor's juris-—
diction to establish a disaster recovery plan and to provide for
an alternate processing site. The Director of Security informed
the auditors that he is presently in the process of developing a
disaster recovery plan and that this plan will be part of a com-
prehensive "Business Recovery Plan" for the State Lottery which
is currently under development. As of August 15, 1987, the Lot-
tery had completed a first draft of their Disaster Recovery

Plan. The Plan is scheduled for completion by September 30,

1987. The Director also stated that the Lottery does not have an
alternate data processing formal site agreement but expressed the
belief that one is not necessary due to the local availability of
compatible systems. It is recommended that the Lottery process
in a timely manner the establishment of a formal EDP disaster

recovery plan and that further consideration be given to the need

to develop a formal contractual arrangement for a specific compat-

ible off-site data processing facility for emergency back-up

Eurgoses.
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S. DEFICIENCIES IN STATE LOTTERY INVENTORY SYSTEM

FINDING:

It appears that there are several weaknesses in the State Lot~
tery's inventory system. The State Lottery's central computerized
inventory system does not appear to provide sufficient information
to Lottery management staff at the central office level and does

not maintain information on inventory levels at the Lottery's six

area marketing offices. The auditors found that the State Lottery

does currently maintain a computerized inventory control system

(IBM System 38) for its central warehouse. However, the Lottery's

marketing offices are not presently tied into this central system

and each office maintains a manual inventory record. The Direc-
tor of Computer Systems and Operations for the State Lottery told
the auditors that as originally conceptualized, the computerized

inventory control system would have been on-line at each of the

Lottery's area offices via a direct connection to the Lottery's

central headquarters' computer in Middletown. However, due to

Commonwealth procedures and Management Directive 235.10, the

Lottery was not permitted a direct connection between the Lottery

central office and its area offices but was rather required to

route all communications through the Commonwealth's network sys-

tem. Terminals in Lottery area offices are, however, presently

not capable of communicating with the Lottery's IBM System 38 in

the Lottery's central headquarters reportedly because of switch-

ing limitations in the network system. An official of the DGS
network has indicated to the auditors that the Lottery's IBM

System 38 does not support a communications feature needed by the

network system, but this can be overcome with a modification of

the network to enhance the scope of interface. Prices for this

modification are being developed and should be ready by the end
of September. The Director of Operations told the auditors that,
in his opinion, there are two problems with the current inventory
control system: (1) there is currently no way for Lottery head-
quarters to keep track of inventory usage at the area offices,
and (2) the system does not provide for the tracking of total
items purchased and used by the Lottery (i.e., it does track
current stock levels). The Supervisor of the Storage and Distri-
bution Center told the auditors that the Lottery has created a
computer application called the "Extended Inventory System" based
on a “canned" inventory software package that, although not spe-
cifically designed for the Lottery, has been tailored by in-house
programmers to enhance its applicability to the Lottery. This
program records and maintains a file of items shipped to each
area office. It does not, however, record inventory distribution
from an area office and the area offices Eresently do not have
access to the "Extended Inventory System.”" The Supervisor of the
Storage and Distribution Center told the auditors that he would
like to see a system in place which would provide monthly reports
on what the area offices use. Currently, no inventory reports
are prepared for submission to the central office by the area
offices and no internal spot—checks of field inventories are

67



conducted. The auditors conducted spot-checks of randomly select-
ed items in four area offices. This spot-check activity did not
identify inconsistencies or missing items. It was also noted

that the present inventory control system does not have the capa-
bilities to automatically reorder an inventory item when it falls
below a preset balance. Currently the items which need to be
reordered are being manually identified and processed. The audi-
tors were informed that each area office has a store keeper/stock
clerk who is responsible for these manual functions and who also
keeps track of inventory in the area office's warehouse and the
distribution of such inventory. With an individual already re-
sponsible for inventory at each area warehouse and with terminals
already in place, it would simply be a matter of entering the
inventory and distribution information into the terminal in order
to maintain a centralized inventory system, if the necessary
system linkages can be arranged. The Director of Operations told
the auditors that he believes that if such changes to the invento-
ry control system were implemented, it would reduce costs and
would give Lottery management staff better control over its inven-
tory. The auditors recommend that the Lottery make enhancements
to its computerized inventory control system and further explore
with the network possible solutions to the technological problems
assoclated with communication between the terminals at the area
offices and the IBM System 38.
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T. STEPS TAKEN TO DEAL WITH PROBLEMS RELATED TO DISPOSAL OF REDEEMED AND

UNSOLD INSTANT LOTTERY TICKETS

FINDING:

The Pennsylvania State Lottery has taken steps to deal with prob-
lems that existed in the disposal of redeemed and unsold Instant
Lottery ticket stock. As identified in the LB&FC's June 1987
interim audit report on the State Lottery, over 79 million re-
turned and excess or unused Instant Lottery tickets were de-
stroyed during calendar year 1986, and a backlog of 18 to 27
million tickets had developed at the Lottery's headquarters as of
May 1987. This situation created safety, security and storage
problems at the Lottery headquarters. The Director of Operations
stated that for security reasons, there are only two ways to
destroy instant tickets., These are shredding and disposal in a
landfill and incineration, with incineration being the preferred
method. The Harrisburg Steam Generating Plant has been used for
this purpose. The auditors found that the Lottery has eliminated
the backlog which existed in May 1987 and has also taken steps to
establish a back-up destruction method for times when the Harris-
burg Steam Generating Plant is unavailable. The auditors were
informed that via a memorandum dated June 30, 1987, the PA State
Lottery notified the Director of the Department of Revenue's
Bureau of Administrative Services of the Lottery's interest in
being included in the Department's service purchase contract for
industrial shredding services as a "back-up" destruction method
for Lottery ticket stocks. The auditors recommend that the State
Lottery continue to pursue the establishment of a back-up system
through coordinated efforts with the Department's Bureau of Admin-
istrative Services and recommend that the Lottery establish writ-
ten guidelines relating to the destruction of Lottery ticket
stock, including criteria related to when the back-up destruction
method is to be used. Procedures to follow in using the shred-
ding method, with particular attention to security considera-
tions, should also be developed.
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U.

NEED TO UPDATE THE LOTTERY RETAIL AGENT AND FIELD STAFF MANUALS

FINDING: Operations and procedures manuals provided by the State Lottery

to retail agents and district lottery representatives (DLRs) appear
to be outdated and in need of revision. The DLRs' manual has not
been updated since 1982 and the Lottery retailer agents' manual has
not been revised since 1984. Each manual appears to be lacking
up-to-date information concerning current Lottery regulations and
operating procedures. Although both manuals are in loose-leaf
formats to allow for updates and revisions, information does not
appear to be current. For example, the DLR manual still describes
the pick-up and delivery of instant tickets using the branch banks
and the use of PA Liquor Control Board State Stores as Lottery
claim centers. (The State Lottery changed its ticket distribution
process in 1982 to a private courier delivery service which elimi-
nated the branch banks. Additionally, in 1984, on-line retailers
replaced the PLCB State Stores as the lottery claim centers.) 1In
the case of the retailer agents' manual, procedures for the return
of partially sold packs of instant tickets are described although
they have been discontinued. Additionally, the payment procedures

described in the retailer manual are outdated with those in current
practice. Retailers presently can pay on-line winning tickets up
to a maximum of $2500 rather than the $600 maximum described in

the manual. Although the auditors did not do a comprehensive

review of the manuals, it was noted that there are instances when

procedures stated in the manual differ from those promulgated in

the PA Code (See Finding V.) According to a Department of Revenue
official, the retailer agents' manual is currently undergoing

revision. There was, however, no indication that changes to the

DLR manual were underway at the time of the audit. As a result of

the Lottery's failure to provide up-to-date and accurate manuals,
both Lottery retailers and DLRs may be unclear about current poli-
cies/procedures and may not be fully aware of any changes that may
have taken place since the last manual revisions. Additionally,
the retailers and the DLRs do not have the benefit of a current
reference document to aid and guide them in the performance of
their duties. It would also appear that the outdated manuals have
limited use and may, in fact, be misleading when used by new re-
tailers and DLRs for training purposes. The auditors recommend
that the Lottery proceed expeditiously with the planned update of
the Lottery retailer aggnts' manual and further recommend that the
Lottery initiate and establish a specific timetable for revision

of the DLR manual., It is recognized that updating of the DLR
manual may, to some degree, be dependent upon corresponding activi-
ties aimed at redefining and restating (e.g., in job descriptionms)
the role and functions of the DLR position. (See also Finding .)
The auditors also suggest that these manuals be prepared in loose-
leaf binders for ease of updating and that updates and revisions

be disseminated as necessary.
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V. NEED FOR REVIEW AND UPDATE OF STATE LOTTERY REGULATIONS

FINDING:

Regulations governing the operations of the Pennsylvania State
Lottery appear to be in need of comprehensive review and, in at
least several instances, appear to no longer be valid and require
updating. Regulations for the Pennsylvania State Lottery were
first promulgated in 1972. While various sections of the regula-
tions have been periodically updated, in particular those sections
governing the operation of new games, it appears to the auditors
that certain sections concerning the administration of the Lottery
do not accurately reflect current operations. For example, a
regulation pertaining to the issuance of licenses, 61 PA Code
§805.4, states the licensing fee as $13 per year. The licensing
fee currently being charged is $15 per year and has been charged
at this rate since 1980. Additionally, regulatiomns governing the
delivery of instant Lottery tickets do not accurately reflect the
procedure which is currently in operation. The regulations for
this procedure, 61 PA Code §809.1 et seq., state that tickets will
be delivered by the Lottery to banks throughout the Commonwealth,
to be received by authorized agents of the PA Lottery. These
specific regulations were last amended in 1975. Instant Lottery
tickets have been delivered by Purolator Courier Corporation di-
rectly to Lottery retallers since 1982. The Commonwealth Docu-
ments Law, Act 1968-240 as amended (45 P.S. §1102 et seq.), re-—
quires agencies to give "...public notice of its intention to
promulgate, amend or repeal any administrative regulation.' The
notice is to include the text of the proposed regulations with
indication of those sections which are being changed, a statement
of the authority under which the regulation is promulgated, a
brief explanation of the regulation or change, a request for writ-
ten comments and any other statement required by law. Initiating
changes to regulations through a contract or internal policy as it
appears the State Lottery may have done does not meet the require-
ments of the Act as these notice requirements are not fulfilled.
The Acting Executive Director of the State Lottery has concurred
that there is a need to comprehensively review all lottery regula-
tions and to update them as necessary. The auditors recommend
that the State Lottery initiate a thorough review of its existing
regulations for the purpose of identifying and amending those
which do not accurately reflect current operations and procedures
in use by the State Lottery. Further, it is suggested that consid-
eration be given to the possible need to promulgate additional
regulations to cover areas which may not presently be dealt with
in the regulations.
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W. ABSENCE OF FORMAL MECHANISMS FOR RECEIVING INPUT FROM STATE LOTTERY

PERSONNEL, RETAILERS AND PLAYERS

FINDING:

There is no formal mechanism in place through which the State
Lottery can receive input and advice from its employees, retail-
ers, and players. Although the Lottery management staff periodi-
cally receives research data reflecting selective retailer and
player input through reports developed by the Lottery's contracted
advertising firm and an employee suggestion box system in place

in the central office, there appears to be no formal method avail-
able for regular, direct communication and dialogue within the
Lottery system. A Lottery official stated that Lottery retailers
use a variety of informal methods to convey their ideas and com-
ments regarding Lottery operations. These include the writing of
letters and other contacts to district lottery representatives and
lottery area offices. Another Lottery official also stated that,
in his opinion, one of the reasons for not having a more formal
system of receiving input directly from field staff, retailers,
and players relates to the lack of staff to properly collect and
analyze the input and information that might be generated. As a
result of an internal "management review" of the Lottery conducted
while the LB&FC audit was in progress, a recommendation was made
to develop a "bottoms-up feedback system" to take advantage of the
special knowledge of the Lottery's field representatives. As of
August 1987, the Lottery had not yet taken action to establish
such a system. The Lottery did recently take steps, however, to
solicit input from their retailers. Discussion occurred during
the audit concerning the possible use of the "Lottery Line," a
monthly newsletter to Lottery retailers as a vehicle for solicit-
ing input from Lottery retailers. The August 1987 issue of this
monthly newsletter contained a one-page, tear-off, mail-~in sheet
for retailer suggestions and ideas concerning the "Lottery Line"
and ways in which services to Lottery customers might be improved.
A number of Lottery employees and retailers who responded to LB&FC
audit questionnaires expressed dissatisfaction with what they
perceive as the Lottery management's failure to solicit or be
receptive to suggestions from the field. Some indicated that by
not listening to the field staff benefit is not obtained from the
source which is closest to the retailers and players and that
Lottery officials will lose touch with the players if they do not
listen to the retailers. A report issued by the Wisconsin Legisla-
tive Reference Bureau on public gaming indicates that the obtain-
ing of player feedback is an important ingredient in building and
maintaining public participation in a lottery. The auditors also
noted that a select committee of the Florida State Senate recom-
mended that a "state lottery council" be established to advise the
newly created Florida State Lottery. It was recommended that this
council serve as a "resource" for the lottery providing it "with
private—-sector perspectives on the operation of a large marketing
enterprise.”" The auditors received various ideas on how to in-
crease input from the staff, retailers, and players including a

72



"suggestion of the month" contest, the establishment of regular
meetings between the Lottery's district lottery representatives
and management staff, and the creation of a retailer advisory
committee. While the auditors recognize the recent modification
to the "Lottery Line" as an attempt to obtain input from retail-
ers, the auditors recommend that additional steps be taken by the
Lottery to develop the 'feedback' system called for in its inter—
nal management study. It is also recommended that consideration
be given to the establishment of a special advisory committee to
the State Lottery. This advisory committee should include Lottery
retailers and field staff representation from each of the Lot-
tery's area marketing regions as well as individuals from the
private sector who could bring an outside business perspective to
the committee. It is further suggested that the State Lottery
design and disseminate (through Lottery retailer locations) spe-
cial lottery player comment/input postcards through which direct
player communication can be made with Lottery management staff.
Such cards could be similar to the "Hot Line" cards placed by the
PA Turnpike Commission at each service plaza to solicit input and
comments from Turnpike patrons. Player input received through
this and other means should be routinely summarized and provided
to Lottery management and also be taken into account by the spe-
cial advisory committee discussed above.
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X. NEED TO RECOGNIZE POTENTIAL PROBLEMS OF LOTTERY-RELATED GAMBLING

ADDICTION

FINDING:

The Pennsylvania State Lottery does not presently have a formal
program to identify and deal with situations in which the pres-
ence of legalized lottery gambling creates hardships for individu-
als and society as a result of compulsive or addictive gambling
behavior. To date, the State Lottery has not committed resources
to such activities and has reportedly become aware only informal-
ly and sporadically with instances of suspected Lottery-related
gambling addiction. While the benefits of the State Lottery to
Pennsylvania's senior citizens are evident, the auditors believe
that the Lottery may also have a negative impact on some individu-
als who may invest a greater portion of their incomes than they
can reasonably afford with unrealized expectations of quick
wealth. It has been advocated that states with legalized gam-
bling (including,lotteries) as a source of revenue have an obliga-
tion to apply a portion of that revenue to investigating and
dealing with the negative consequences for individuals and socie-
ty stemming from compulsive gambling. The auditors found that
several states, including Comnecticut, Iowa, Ohio, Maryland, New
Jersey, and New York, have already committed resources to estab-
lishing such programs, at least on a pilot basis. For example,

by law, Iowa earmarks 0.57 of gross lottery revenue to assist
individuals and families in difficulties because of gambling.
While State lottery profits provide funding for a number of gov-
ernment programs for the senior citizens of Pennsylvania, some
sociologists and economists question the Lotteryls impact on the
poor, the young and the compulsive. A March 1987 article in the
Philadelphia Inquirer reported that several studies have noted

the effects of lotteries upon these groups. A study conducted by
two professors at Indiana University found that v, . poor peo-
ple bet a substantially larger portion of their incomes on lotter-
ies than others and that state lotteries placed a greater rela-
tive burden on low-income families than on high-income fami-
lies." Another study conducted in New Jersey noted that although
lottery players in that state must be 18 or older, 437 of the
high school students surveyed played the Lottery. Additionally,
Lottery opponents have raised the issue that state lotteries
enlarge the problem of compulsive gambling in this country, ei-
ther by providing an easy outlet for gamblers to receive gratifi-
cation or by making gamblers out of those who otherwise would not
bet. A research study conducted at Rutgers University of the
incidence of pathological gambling in the Delaware Valley area
from 1977 (the year the Daily Number was introduced) to 1984
indicated that compulsive gambling in this area increased by as
much as 947. While research conducted by the Veterans Administra-
tion in Washington, D.C., has found that ", . . no data exists
supporting the contention that lotteries increase compulsive gam-—
bling . . . [as they] do not possess any of the addictive quali-
ties that turn people in to compulsive g@mblers," the executive
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director for the Council on Compulsive Gambling of New Jersey
stated in a newspaper article dated March 1987 that an estimated
127 of the Council's calls for help come from lottery players.
Responses to an audit questionnaire to lottery players (made
available at selected PA Lottery retailer locations) provide some
degree of perspective on the extent to which some individuals
play the lottery. For example, certain players reported spending
between $80 and $100 per week on lottery tickets, and one individ-
ual stated that her son spends his grocery money on tickets. It
is recommended that the General Assembly give consideration to
amending the "State Lottery Law" to specifically require that the
State Lottery establish an ongoing program to identify and assist
individuals and families who may be experiencing financial diffi-
culties associated with excessive lottery playing. Tt would
appear that support for such a program may exist within the Execu-
tive Branch. In his Executive Budget Message for FY 1987-88, the
Governor referred to the need to seek "realistic growth in reve-
nues while being sensitive to problems of gambling addiction and
reliance on the patronage of the poor." Prior to the establish-
ment of such a program, it is suggested that the Lottery examine
existing studies and literature regarding the relationship be-
tween lottery playing and compulsive gambling and that the Lot-
tery then conduct or cause to be conducted a study specific to
the impact of the Lottery on the incidence of compulsive gambling
in the Commonwealth. The results of this study should be made
available to the appropriate standing committees of the General
Assembly. It occurs to the auditors that the financing of such a
study and program should be considered by the Lottery as a 'cost-—
of-doing business' expense.
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Y. ISSUES RELATED TO SPECIAL RESTRICTED RECEIPTS ACCOUNT TO COVER LOTTERY
RETATL AGENTS AGAINST LOSS OF UNSOLD TICKETS THROUGH ROBBERY, BURGLARY

AND FIRE

FINDING:

It appears that a special restricted receipts account used to
maintain a reserve for lottery tickets which are "lost" by Lot-
tery retailers creates unnecessary accounting and administrative
activities. State Lottery regulations, Title 61 of the Pa. Code,
§805.4(b), establishes a "license processing fee" (currently
charged at a rate of $15 per year) for the State Lottery and
states that part of the fee shall be set aside for a fund to cover
lottery agents who lose unsold tickets through burglary, robbery,
fire, or similar occurrences. Five dollars from each $15 license
processing fee goes into a special restricted receipts account to
cover the above mentioned retailer losses. (The remainder of the
license processing fee is recorded as an augmentation to reduce
the general operating expenses of the State Lottery). The adminis-
tration of the restricted account is governed by a procedures
manual that is entitled "Agent Loss and Coverage Procedure." As
of June 30, 1987, the balance in this special restricted receipts
account was approximately $73,450. Expenditures from the account
during FY 1986-87 were reported at about $43,000. A Lottery offi-
cial expressed the opinion that the Lottery could eliminate the
restricted receipts account and could cancel the lost tickets
without making the bookkeeping entries that the transfer of funds
required. The Comptroller for the Department of Revenue indicated
to the auditors that he concurred with this opinion that the cur-
rent procedure creates unnecessary accounting and administrative
transactions. The auditors recommend that the State Lottery re-
view the continued need for the restricted receipts account and
that State Lottery regulations be revised accordingly if a deci-
sion is made to eliminate this practice.
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Z. NEED TO BETTER PUBLICIZE INCREASE OF "LOW-TIER" PRIZES IN LOTTERY

INSTANT GAMES

FINDING:

It appears that the State Lottery may not have taken sufficient
steps to inform the public of recent changes made in the prize
structure of its instant games. Although the State Lottery has
taken steps to "download" (i.e., provide for a greater proportion

of lower-tier or lower dollar value of winning tickets) the in-

stant games prize structure (due, at least in part to, market

research and developments in other states), it appears that many

players could be unaware of this change. Throughout the course

of the audit, the auditors received input from Lottery retailers

and others concerning the perceived need to offer more lower-tier

prizes in the instant games, thereby increasing player interest

and satisfaction with a potential resultant increase in Lottery
instant ticket sales. Similar comments were received from a

considerable number of Lottery players who responded to an LB&FC

player questionnaire that was made available at selected Lottery
retailer locations. The auditors found that odds of winning
prizes of $100 or lower have been improved during the past year
and a half and the top instant prize dollar amount has been low-
ered. As shown on Table 8, instant game prizes have been
"downloaded" to a point wherein 98.8% of the cash value of all
prizes in a recent game ("Hot Wheel"™) was $100 or less. This
contrasts to 84.1Z and 87.77 for certain instant games offered in
1985. It appears to the auditors that the prize structure changes
made_in Pennsylvania Lottery games may not have been effectively
communicated to the Lottery playing public. The potential would
thus seem to be that players may be spending less or may be de-
creasing the number of instant tickets which they purchase because
of misconceptions concerning the odds of their winning a prize.
The auditors were informed by the Lottery's assistant director of
marketing for instant games that the Lottery did not conduct any
special advertising activities designed to communicate prize
structure changes but did publish the revised odds on the game
brochures that are printed for each instant game. It is recom-
mended that appropriate marketing/advertising means be developed
by the State Lottery to educate the public to instant prize struc—
ture changes which have occurred and which may occur in future

games.
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TABLE 8

Illustration of "Downloading" Prize Structure to "Lower Tier" Prizes
for a Sample of PA State Lottery Instant Lottery Games

Percent of Cash

Instant Date of Value of All
Lottery Game Introduction Prizes $100 or Less

Pennsylvania Double......... August 1985 84.0552%
7-11-2]l.cieeeeeeeceecaneeses October 1985 92.57107
Winter Green...eeecess00.... December 1985 87.70337%
PA Lucky Draw....ceeee...... February 1986 93.73097%
The Good Life.cesessseeeecees April 1986 89.3471%
PA Pride....sevececcececees. December 1986 98.2363%
Summer Fun.....cocceeeeeces . June 1987 98.19047%
Hot Wheel..iivsesnseseoeceses July 1987 98.8384%

Source: Developed by LB&FC staff based on odds of winning as published
in PA State Lottery regulations.
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IV. BACKGROUND DESCRIPTIVE INFORMATION ABOUT THE PA STATE LOTTERY

A. Legal Background

The Division of the State Lottery was created within the Department of Reve-
nue by Act 1971-91, 72 P.S. §3761-1 et seq., known as the "State Lottery
Law." The purpose of the Act was ". . .to establish a lottery to be operat-
ed by the State, the net proceeds of which [were] to be used after Jume 30,
1972 exclusively for the purpose of providing property tax relief for the
elderly for taxes paid in 1971 and thereafter. It [was] further intended to
provide a means through which to curb illegal gambling operations in Pennsyl-
vania." The State Lottery Commission, established under Section 4 of the
Act, was comprised of a chairman and four members appointed by the Governor
and confirmed by two-thirds of the Senate. The powers and duties of the
Commission under Section 5 of the Act were to ". . .advise and make recommen-—
dations to the Secretary of Revenue regarding the functions and operations

of the State lottery." The powers and duties of the Secretary of Revenue
enumerated in Section 6 include operating and administering the Lottery and
promulgating rules and regulations governing its establishment and opera-
tion. These rules and regulations include, but are not limited to, the type
of lottery, ticket price, sizes and numbers of prizes, manner of selecting
winning tickets, manner of payment of prizes, frequency of drawing winning
tickets, types of locations at which tickets may be sold, method of selling
tickets, licensing of agents, compensation of agents, apportionment of total
revenue, and other matters necessary for the efficient and economical opera-
tion of the lottery. The Act further requires the Secretary to report month-
ly to the Governor and Legislature the total lottery revenues, disbursements
and expenses and to make an annual report of this information including
recommendations for changes to the Act.

Section 7 of the Act established qualifications for lottery sales agents and
empowered the Secretary to refuse to grant a license or suspend or revoke a
license in certain instances. Section 12 of the Act created a State Lottery
Fund to be comprised of all monies received from the operation of the State
Lottery. The Act restricts appropriations from the Fund to the payment of
prizes, the payment of expenses in the operation of the lottery, and funding
of property tax relief for the elderly and for transfer to the General Fund,
through June 30, 1972, for the repayment to the General Fund of the amount
appropriated to the Lottery Fund. Section 16 of the Act also provided for
an initial appropriation of up to $1,000,000 from the General Fund. Other
provisions of the Act exempted lottery prizes from state and local taxes and
established guidelines for the assignability of prizes (Sections 9 and 10),
unclaimed prize monies (Section 14) and bank deposits and control of lottery
transactions (Section 15).

Later legislation broadened the purposes of the Act. Act 1972-338 provided
for the funding of certain free local transportation to persons 65 years of
age or older pursuant to the "Pennsylvania Urban Mass Transportation Assis-
tance Law of 1967." Act 1980-184 modified this provision to limit free

transportation to certain fixed route local tramnsit services, and provided
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for reduced fare on group ride transit service to persons 65 years of age or
older pursuant to the "Pennsylvania Rural and Intercity Common Carrier Sur-
face Transportation Assistance Act." The use of monies from the State Lot-
tery Fund was also expanded to include these programs.

The State Lottery Commission was abolished by Act 1982-291 and its powers
and duties transferred to the Secretary of Revenue. This Act also provided
for a $4,100,000 Transportation Assistance Grant to be appropriated from the
Lottery Fund to the Department of Aging for fiscal year 1982-83 for transpor
tation grants to Area Agencies on Aging.

B. Descriptive Overview of the Pennsylvania State Lottery

After the approval of Act 1971-91, establishing a lottery, and the appoint-
ment of the first Executive Director in October 1971, the Pennsylvania State
Lottery put its first 50¢ ticket on sale March 7, 1972, Total sales amount-
ed to approximately $54 million for the abbreviated 1971-72 fiscal year.

The first senior citizens' benefits from Lottery proceeds became available
in FY 1972~73, when property tax rebates up to a maximum of $200 were of-
fered. The following year, the Lottery introduced incentive games for its
retailers. New benefits included free transit for the elderly and rent
rebates that were retroactive to 1972.

The first instant game tickets went on sale in May 1975. The Lottery intro-
duced The Daily Number, its first pick-your-own game, in March 1977 at 500
computerized locations. By FY 1978-79, maximum property tax and rent re-
bates had increased to $400. A year later, inflation dividends up to $95,
retroactive to calendar year 1978, were added.

The Lottery put more pick-your-own games on the market in the years that
followed. Big 4 was offered starting in November 1980 and Lotto was added
in April 1982. Also in FY 1981-82, maximum rebates and inflation dividends
rose to $500 and $125 respectively; and the PA Department of Aging began
receiving payments from the Lottery Fund to provide services for senior
citizens.

Another major benefit program was added in FY 1983-84, when the Pharmaceuti-
cal Assistance Contract for the Elderly (PACE) enabled eligible senior citi-
zens to purchase prescription drugs at $4 per prescription. During the same
fiscal year, annual Lottery sales increased by more than 307 for the third
consecutive year and exceeded one billion dollars for the first time.

As of June 30, 1987, annual sales had surpassed the billion-dollar mark for
the fourth time. Total sales over the history of the Lottery had reached
approximately $8.8 billion. Approximately $4.3 billion had been paid out in
prizes and approximately $3.3 billion had been used for program benefits.

In addition to the benefits already mentioned, the Lottery Fund provides
nursing home care, medical assistance payments, reduced fares for demand
responsive transportation, in-home and community services through the PA
Department of Aging, reduced vehicle registration fees, income maintenance
assistance, and community mental retardation services.
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The PA Lottery had 8,921 retailers, including 2,982 with on-line (number
game) terminals, as of June 1987. Introduced in August 1986, Super 7, the
newest number game, allows players to pick seven of eighty numbers for a
weekly drawing. The Lottery continues to offer Lotto (six of forty numbers
with two drawings each week), Big 4 (four digits with three drawings each
week) , and The Daily Number (three digits with six drawings each week).
Continuous instant Lottery games give players the opportunity to determine
the immediate outcome by scratching off instant game tickets.

Under state law, the State Lottery is organizationally located within the
Pennsylvania Department of Revenue. The Secretary of Revenue has overall
responsibility for the operation and administration of the State Lottery.

As of April 1987, the Lottery was organized into four divisions: the Execu-
tive Director's Office, Marketing Division, Games Control Division, and
Operations Division. An organizational realignment occurred in May 1987 at
the State Lottery and a reorganization plan, including a revised organiza-
tion chart and related functional statements was submitted to the Secretary
of Revenue in mid August 1987. Information on this plan was not made avail-
able to the auditors. Chart Z does, however, reflect the organization chart
as provided to the auditors in June 1987. The central operations of the
State Lottery are located in Middletown, PA. Additional area marketing
offices are located in Horsham (Philadelphia area), Wilkes-Barre, Harris-
burg, Clearfield, Pittsburgh, and Meadville (Erie area). As of July 1987,
the Lottery had an authorized complement of 189 full-time employees.

(Please refer to Table 10 for a breakdown of the Lottery complement, by divi-
sion and area office.)

The operations of the State Lottery are financed from Lottery sales which
are deposited in the State Lottery Fund. During FY 1986-87, the operational
costs of the Lottery accounted for approximately 2.77 of total Lottery reve-
nues. The fiscal year 1986-87 operating expenditures of the State Lottery
were $38.2 million. A breakdown of FY 1986-87 Lottery expenditures, by
purpose, is shown in Table 11.

C. The State Lottery Fund

The State Lottery Fund was created by Section 12 of Act 1971-91. It provid-
ed that all monles received from the operation of the State Lottery were to
be deposited into the Fund to be used for the payment of Lottery prizes and
required that the amount used for prizes not be less than 407 of the amount
of tickets sold. Monies remaining after the payment of prizes and operating
expenses were to be transferred to the General Fund through June 30, 1972,
after which date, they were to remain in the State Lottery Fund to be allo-
cated for the exclusive purpose of providing property tax relief for the
elderly for taxes paid in 1971 and, therefore, pursuant to the provisions of
the "Senior Citizens Property Tax Assistance Act." If sufficient funds were
not available In the State Lottery Fund for the purposes of this Act, addi-
tional funds were to be appropriated from the General Fund.

Act 1971-91 restricted appropriations from the State Lottery Fund to payment
of prizes, State Lottery administrative expenses, property tax relief for
the elderly as provided in the Act and transfer to the General Fund through
June 30, 1972, and for repayment to the General Fund for the money appropri-
ated to the State Lottery Fund pursuant to this Act.
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Various amendments to Act 1971-91 have expanded the uses of the State Lot-
tery Fund. Act 1972-338 provides for the use of State Lottery Fund monies
for free local transit for persons 65 years of age or older under the "Penn-
sylvania Urban Mass Transportation Assistance Law of 1967." Act 1980-184
further provides for use of the Fund to provide free fixed route local
transit services and reduced fare on group ride transit service to persons
65 years of age or older pursuant to the "Pennsylvania Rural and Intercity
Common Carrier Surface Transportation Assistance Act." Act 1982-291 provided
for a transportation assistance grant of $4,100,000 to be appropriated from
the State Lottery Fund to the Department of Aging in fiscal year 1982-83.
Additionally, funding for other senior citizen programs are provided for in
various other statutes enacted since the initiation of the State Lottery.

D. Financial, Expenditure and Other Related Tables

Presented on pages 84 to 87 are several tables which provide information on
FY 1986-87 State Lottery operating expenses and historical information on the
distribution of gross Lottery ticket sales and Lottery games sales history,
by game and fiscal year.
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TABLE 10

Personnel Complement of the Pennsylvania State Lottery,
As of January 1984-1986 and July 1987

January January January July

1984 1985 1986 19872/ +b/
Executive Director's Office..eveo.. 15 15 15 14
Games Control DivisioN.....eeeseses 69 66 64 56/
Operations DivisioNeeeeeecoceeoscss 43 42 40 31d/
Marketing Division.cececcececccances 107 104 95 88
Marketing HeadquartersS.....ee... 9 9 7 8
Area Marketing Offices:
Horsham..eeeeecscosscssccssnae 25 24 23 19
WilkeS—Barl.'E......-........... 13 12 11 11
Harrisburg...l....’........... 14 16 14 14
Clearfield..icvvececensvercane 11 11 11 9
Pittsburghiceesceeecscsesnnsoes 25 23 22 19
Meadvilleceseeseevocosaccoccns 10 9 7 8
Total......l..................Il... 234 227 214 189

a/The total approved complement of the State Lottery as of July 1987 was

189. As of that time, total filled positions were 187, vacancies 2.

E/As reported by the State Lottery, the breakdown of the Lottery complement
shown below reflected the July 1987 official complement. The Lottery also
reported, however, that due to a recent reorganizational change the division
structure had been changed and staff have been reassigned. These changes had
reportedly not bee made official as of July 1987.

E/Does not include 8 temporary employees.

d/Does not include 3 temporary employees.

Source: Developed by LB&FC staff from Pennsylvania State Lottery personnel
records.
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TABLE 11

FY 1986-87 Pennsylvania State Lottery Operating Expenses, by Purpose

Purpose FY 1986-87
Personnel Services (Salaries, Wages and Benefits)....c.ee.... $ 5,992,432
Advertising..cceceeseseecssscssssssnssescsssssssscscsssscccssns 8,975,798
Freight Charges/PoStage.scseescessrsscsscassccsscsscsncsansnes 3,806,481
Telephone Costs/Communication..cecececeesseecsccssscosescoasns 371,023
Printing.ccecececsescscecsscocssosessssecsacesnososasssnsassancnnea 1,500,806
Instant Game ContracCtS..veeessescecasescnssssnccccssssssoanass 6,613,599
Contract Maintenance Service AgreementS...ceeeccesscsoscccsss 92,886

EDP Equipment and Service.ceccecssessrsossessssssscccnascscesse 6,264,804

Motorized Equipment Supplies, Rentals and RepalrS...cecvcesc.e 310,975
Rent 0f Real EState..ceeceeecooceascsssenssssssccessosscccncns 284,277
Travel..ceeeeeeeeeceesoesccacsosoassocceasasssassosnssoccssosass 97,764
Electricity/Heating Fuel.uiceeeseessscescosscoscaasacsssaosans 44,329

Department Specialized ServiceS.seeecconcecsssssssssssssacecs 3,277,943

Supplies/Materials/FOOd..cceeeececcessecccssossssosossanscsase 86,265
Fees/Services/Conferences/Dues/Contracted RepairS.eceesececsss 102,793
Interest PenaltieS.ceececccscecscocceccesssosssccccsscnssnsonss 7,293
Insurance, Surety Fidelity Bond....sceecsscessssessscassacasns 5,564
Other Equipment RentalS...ceecescesesscsscssesscscssssssnssnsss 21,097

Fixed Assets (Equipment and Furniture)...ceeeessccccsccccsces 350,644
/

Totalooooo‘ooooo.oooo-.a-.aoaoa-o.no--.o-ooooooano.o...o $38,206’773a

a/Includes augmentations of $2,370,110 from license fees, telephone line
charges, and the sale of vehicles.

Source: Developed by LB&FC staff from "Pennsylvania State Lottery Statement of
Expenditures,'”" dated June 30, 1987.
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V. AUDIT METHODOLOGY

The LB&FC's performance audit of the Pennsylvania State Lottery was carried
out during the period March through September 1987. The audit involved a
variety of audit survey and field work activities, with on-site work conduct-
ed at both the State Lottery's headquarters and field locations. A review

of the State Lottery's enabling legislation and related laws and regulations
was carried out early in the process. Sampling and examination of State
Lottery files, service contracts, operating and procedures manuals and inter-
nal reporting systems also occurred during the preliminary survey phase of
the project. The auditors also observed and analyzed internal operating
procedures, reviewed staff complement levels and Lottery organizational
structure and examined and tested the various administrative control systems
in place at the Lottery (e.g., inventory controls, EDP system controls, and
budgetary and procurement controls). A literature search to identify perti-
nent periodicals, journals and lottery trade publications was also carried
out.

Throughout the audit, the members of the audit team conducted meetings and
interviews with key Lottery officials and staff. Contact was also main-
tained with the Department of Revenue staff person who headed a special
internal management study team at the Lottery and who was designated by the
Secretary of Revenue as a special "management advisor" to the State Lottery.
Members of the audit team also made field visits to each of the State Lot-
tery's six area marketing offices and, in addition to file review, testing

of administrative controls and other activities, met with Lottery area manag-
ers and a sampling of District Lottery Representatives during these visits.
Visits were also made to a sampling of Lottery retailer locationms.

Input and information for purposes of the audit was also solicited and re-
ceived via survey questionnaires which were distributed to all State Lottery
employees and to a sample of approximately 1,100 Lottery retail agents. A
questionnaire to Lottery players was also made available through selected
retailer locations in each of the six Lottery marketing areas.

A number of other contacts and site visits were made. These included discus-
sion with the Governor's Office of the Budget concerning projections of
program funding requirements of the State Lottery Fund and meetings with
representatives of firms which provide contracted services to the State
Lottery, including the firms which provide courier delivery, ticket print-
ing, advertising, and "on-line" lottery games computer services. Other
visits were made to a Lottery test marketing district to observe and gain
information on a special marketing pilot project which was being conducted
by the Lottery's advertising firm and to the Lycoming County Fair to observe
the operation of a newly established mobile Lottery promotional program.
Information was also obtained on state-of-the-art equipment which is avail-
able to the lottery industry and demonstrations of certain equipment were
received by the auditors.
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The auditors also met with lottery and public gaming consultants and trav-
elled to The Wharton School of the University of Pennsylvania to interview
business faculty in relation to audit examination of the operation of the
State Lottery as a business enterprise. Additional contacts were made with
the Public Gaming Research Institute and inquiries were made of lottery
officials in other selected states in order to obtain interstate comparative
information regarding lottery sales and other audit-related issues.
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APPENDIX C

STATE
ARIZONA

CALIFORNIA
COLORADO

CONNECTICUT
DELAWARE

DISTRICT OF
COLUMBIA

ILLINOIS
IOWA
MAINE
MARYLAND

MASSACHUS.

MICHIGAN
MISSOURI
NEW HAMP.

NEW JERSEY

NEW YORK
OHIO

OREGON
PENNSYLVANIA
RHODE ISLAND
VERMONT
WASHINGTON
WEST VIRGINIA
TRI-STATE

AUTHORIZATION

INITIATIVE

INITIATIVE
REFERENDUM

LEGISLATION
LEGISLATION
INITIATIVE

LEGISLATION
LEGISLATION
REFERENDUM
INITIATIVE,

LEGISLATION &

REFERENDUM
LEGISLATION

LEGISLATION
REFERENDUM
LEGISLATION

REFERENDUM

REFERENDUM
LEGISLATION
INITIATIVE
LEGISLATION
REFERENDUM
REFERENDUM
REFERENDUM
REFERENDUM
LEGISLATION

STATE LOTTERIES:
AUTHORIZATION, INITIAL OPERATION, AND USE OF NET REVENUE

INIMAL
OPERATION

JULY 198t

OCTOBER 1985
JANUARY 1983

FEBRUARY 1972
NOVEMBER 1975
AUGUST 1982

JULY 1974
AUGUST 1985
JUNE 1974

MAY 1973
MARCH 1972

NOVEMBER 1972
JANUARY 1986
MARCH 1964

JANUARY 1971

SEPTEMBER 1976

AUGUST 1974
APRIL 1985
MARCH 1972
MAY 1974
FEBRUARY 1978
NOVEMBER 1982
NOVEMBER 1985

SEPTEMBER 1985

USE OF NET REVENUES

Yearly minimum set by legislature for local transportation
assistance fund. Balance to general fund.

Public education.

50% for capital construction, 40% for conservation trust
fund, 10% for parks and recreation.

General fund.
General fund. -
General fund.

Education.
Economic betterment, education, agricultural projects, roads.
General fund.

General fund.

Distributed to 351 cities and towns for discretionary use.
The first $3 million of lotto is allotted for the arts.

Primary and secondary education (earmarked in 1981).
General Fund.
Education.

Education and state institutions. $75,000 per year for
compulsive gambling studies.

Elementary and secondary education.

General fund, until 1983; education since 1983.
Economic development.

Senior citizens.

General fund.

General fund (debt retirement and capitol construction).
General fund.

General fund.

To respective states (Maine, New
Hamsphire and Vermont).

SOURCE: Assorted Annual Reports, Financial Reports, and The Book of States (Lexington: Council of State Governments). July/August 1986 - Septermber 25, 1986
Prepared by Maryland State Lotiery.

Source: The Handbook of U.S. Lottery Fundamentals, 1987, Public Gaming Research

Institute, Inc.




APPENDIX D

LOTTERY GOVERNANCE
From: Florida Senate Select Committea On Lottery
AGENCY BOARD/COMMISSION HOW APPOINTED
ARIZONA State Lottery S5-member commission by Governor
CALIFORNIA State Lottery 5-member commission by Governor w/consent of Senate; serve st pleasure
COLORADO Dept. of Revenue, State 5-member commission by Govemor w/iconsent of Senate; serve st pisasure
Lottery Division ‘
CONNECTICUT Dept. of Rev., Div. of Special S-metrber by Govemor w/consent of both houses
Revenues, Lottery Unit Policy Board
DELAWARE Dept. of Finance; - -
State Lottery Office
DISTRICT OF Lottery and Charkable 5-member board by Mayor w/consent of Cy Council
coLumBIA Games Control Board
ILLINOIS Dept. of the Lottery 5-member board by Govemor
IOWA lowa Lottery Agency S-memmber board by Goveor w/consent of Senate
MAINE State Lottery 5-meimber commission by Governor wiconsent of Council
Commission
MARYLAND State Lottery Agency S-member commission by Governor wiconsent of Senate
MASSACHUSETTS Office of State Treasurer, S-member commission Treasurer, Sec. of Pyblic Safety, Comptrolier &
Lottery Commission 2 sppointed by Governor
MICHIGAN Bureau of State Lottery - -
MISSOURI Division of State 3-meimber commission by Govemor w/iconsent of Senate
Lottery
NEW HAMPSHIRE Sweepstakes 3-member commission by Governor wiconsent of Councll
Commission
NEW JERSEY Dept. of Treasury, 7-meirber commission Treasurer & 6 appointed by Governor wiconsent
Division of State Lottery of Senate; serve at plessure
NEW YORK Dept. of Taxation & - -
Finance, Div. of Lottery
OHIO State Lottery 9-member commission by Govemor w/ consent of Senate
Commission
OREGON State Lottery S-member commission by Governor w/consent of Senate; serve at pleasure
Commission
PENNSYLVANIA Dept. of Rev., - -
Division of State Lottery
RHODE ISLAND State Lottery 8-mermber commission 3 Senators appointed by majority leader; 3 Reps
Commission appointed by Speaker, 3 appointed by Governor
VERMONT State Lottery S-merber commission by Governor w/consent of Senate; serve at pleastre
Commission
WASHINGTON State Lottery 5-merrber commission by Govemnor w/iconsent of Senate
Commission
WEST VIRGINIA State Lottery 7-mefrber commission by Governor w/consent of Senate
Commission
Source: The Handbook of U.S. Lottery Fundamentals, 1987, Public Gaming Research

Institute, Inc. 926



ARIZONA

CALIFORNIA

COLORADO

CONNECTICUT

DELAWARE

DISTRICT OF
COLUMBIA

LLINOIS

IOWA

MAINE

MARYLAND

MASSACHUSETTS

MICHIGAN

MISSOURI

NEW HAMPSHIRE

NEW JERSEY

NEWYORK

OHIO

OREGON

PENNSYLVANIA

RHODE ISLAND

VERMONT

WASHINGTON

WEST VIRGINIA

Source:

APPENDIX D

(Continued)
LOTTERY GOVERNANCE (cont'd)
APPOINTMENT OF POWERS OF
DIRECTOR DIRECTOR

by Governor

by Governor w/consert

of Senate; serves at pleasure

by Executive Director,
Dept. of Revenue

by Exec. Dir. of Div.
wiconsent of board

by Sec. of Finance
w approvai of Governor

by Board

by Governor w/consent of
Senate

by Governor w/consent of

Rulemaking, supervision
licensing, contracting

Supervision,
contracting

Supervision,
ficensing

Supervision
Supervision, rulemaking
licensing, contracting
Supervision, powers
delegated by board
Supervision, rulemaking
licensing, contracting
Supervision, ficensing

Senate; serves at pleasure contracting

by Govemor w/consent of Supervision, licensing

Council contracting

by Govemor wiconsent of Supervision, rulemaking

Senate; sorves at pleasure licensing, contracting

by Treasurer w/ Governor's Supervision,

approval; serves at contracting

pleasure of Treasurer

by Governor wiconsent of Supervision, rulemaking

Senate; serves at pleasure ficensing, contracting

by Commission Supervision, licensing,
contracting

by Commission Powers delegated by
board

by Governor w/consent of Supervision, ficensing

Senate; serves at pleasure contracting

by Comm. of Tax & Supervision, rulemaking

; Sefves &t licensing, contracting

pleasure of Comm,

by Governor w/consent of Supervision, icensing

S serves at ph contracting

by Governor w/iconsent of Supervision,

Senate; serves at pleasure contracting

by Governor w/iconsent of Supervision, ruismaking

Senate ficensing, contracting

by Governor w/spproval of Comm. Supervision, licensing

serves at pleasure of Comm. contracting

- Supervision, licensing
contracting

by Governor w/consent ot Supervision, licensing,

Senate; serves at pleasure contracting

by Governor; serves at Supervision

pleasure

Institute, Inc.
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POWERS OF

Policymaking, apportionment of revenues

Rulemaking

Rulemaking, contracting

Licensing, approval of rules and contracts

Rulemaking, contracting, licensing

Advisory body

Rulemaking, approval of contracts
Rulemaking, spportionment of revenues,
approval of contracts

Approval of rules and contracts

Rulemaking, ficensing, approval of contracts

Rulemaking

Supervision, rulemaking, contracting, licensing

Rulemaking

Rulemnaking

Rulemaking

Rulemaking, approval of contracts
Rulemnaking, approval of contracts
Rulemaking

Rulemaking, contracting, licensing

The Handbook of U.S. Lottery Fundamentals, 1987, Public Gaming Research



APPENDIX E

ODDS OF WINNING LOTTERY PRIZES
Odds on Odds on Odds on Odds on Winning  Odds on
Lotto Winning Lotto Wlnping 3-Digit Winning 4-Digit Any Prize Current  Winning Jackpot
State Eormat  .Jagkpot Siraight Bet Straight Bet Instant Game Other Games
ARIZONA 6/39 1in3.3m 1in 1,000 1in 10,000 iin10 -
CALIFORNIA 6/48 1in138m 1in 1,000 1in 10,000 1in9 -
COLORADO - - - - 1in58 -
CONNECTICUT  6/40 1in38m 1in 1,000 1in 10,000 1in6 -
DELAWARE 6/34 1in1.3m 1in 1,000 1in 10,000 1in8§ -
D.C. 6/36 1in19m 1in 1,000 1in 10,000 tin5 2-Digit 1 in 4,950
ILLINOIS 6/44 1in7.0m 1in 1,000 1in 10,000 1in45 Lotto7/39
1in15.4m
IOWA 6/36 1in19m 1in 1,000 1in 10,000 1ins -
MAINE 6/36* 1in19m 1in 1,000 1 in 10,000 1in6.7 -
MARYLAND 6/40 1in3.8m 1in 1,000 1in 10,000 1in8 -
MASSACHUS. 6/46 1in94m 1in 1,000 1in 10,000 1ins -
6/36 1in1.9m - - - -
MICHIGAN 6/44 1in70m 1in 1,000 1in 10,000 1ind -
MISSOURI 6/39 1in3.2m 1in 1,000 1in 10,000 1in5 -
NEW HAMPSHIRE 6/36* 1in1.9m 1in 1,000 1in 10,000 1ind4 -
NEW JERSEY 6/42 1in52m 1in 1,000 1in 10,000 1in5 -
NEW YORK 6/48 1in123m 1in 1,000 1in 10,000 1inS WIN 10 (10/80)
1in89m
/40 1in38m - - - ,
OHIO 6/44 1in70m 1in 1,000 1 in 10,000 lin1t -
OREGON 6/42 1in5.2m 1in 1,000 1in 10,000 1ind -
PENNSYLVANIA 6/40 1in38m 1in 1,000 1in 10,000 tind Super 7 (7/80)
1in96m
VERMONT 6/36" 1in19m 1in 1,000 1in 10,000 1in55 -
WASHINGTON 6/44 1in7.0m 1in 1,000 1in 10,000 1in5 -
WESTVIRGINIA  6/30 1in .594m 1in 1,000 1in 10,000 1in5 -
General Notes
* Tri-State Megabucks

Source: The Handbook of U.S. Lottery Fundamentals, 1987, Public Gaming Research
Institute, Inc.
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APPENDIX G

COMMONWEALTH OF PENNSYLVANIA
DEPARTMENT OF REVENUE
HARRISBURG, PENNSYLVANIA
17127

THE SECRETARY September 21, 1987

Mr. Richard D. Dario

Executive Director

Legislative Budget and Finance Committee
Room 400, Finance Building

Harrisburg, PA 17105-8737

Dear Mr. Dario:

Thank you for the opportunity to comment on the Legislative Budget
and Finance Committee's draft report. We find it to be a very thorough
analysis of many of the issues facing the Pennsylvania State Lottery.

We would like to make several points regarding the use of com-~
parative statistics. First, we believe that the Pennsylvania, State
Lottery with sales of $1.338 billion actually ranks third in gross sales
for fiscal year 86-87, behind New York, at $1.458 billion and California,
at $1.392 billion. We are also pleased to advise that Pennsylvania ranked
first in sales for the second quarter of calendar 1987 (April-June).

Additionally, while state comparisons of lottery sales, per capita
sales; game mix, etc., are a common (and popular) measure of success, we
must temper such comparisons by our realization that there are major dif-
ferences in populations from numbers, socio-political and socio-economic
standpoints. The measure of these differences (or even of the similari-
ties) is at best theoretically uncertain. The many facets of this sales-
driven operation dictate against a truly definitive analysis of cause and
effect. Nevertheless, we do compare "apples to oranges", and we do measure
our own success against the success of our sister lotteries. We should
not, however, delude ourselves by believing that we are statistically
alike, that any one initiative we undertake is determinative, or presume
that we can totally control the playing habits of Pennsylvanians.

The relative growth rates of lotteries present a moving target for
study. A state, for example, just implementing lotto, will enjoy a much
higher "rate" of growth. Perhaps this measurement of comparison, qualified
as it is by demographic and marketing determinations, is best left for
intrastate, "before and after", analysis.
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Mr. Richard Dario
September 21, 1987 Page Two

Per capita "sales" must be considered the best measurement for
sales comparisons, but even here, careful review of yield is cautioned.
The percentage of sales returned as prizes also drives player reinvestment,
which inflates sales, but with a lower net yield. This is particularly
true of Massachusetts, as noted in your study.

While we cannot immediately endorse all of the recommendations
made in the report, we will consider (and in many cases already have con-
sidered) the findings in our planning and decision making process. We
thank you for the thorough and professional approach taken by the auditors,
and for the positive experience it has been.

Sincerely,

Lot Lo

Barton A. Fields
Secretary of Revenue
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