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SUMMARY

The Cffice of the Auditor General has conducted a performance audit of the
Arizona Lottery Commission in response to a July 26, 1985, resolution of
the Joint Legislative CQversight Committee. This perfermance audit was
conducted as part of the Sunset Review set forth in Arizena Revised
Statutes (A.R.S.) §841-2351 throuch 41-2379.

The Arizona Lottery was proposed by initiative petition and approved by
voters in the 1980 general election. The Lottery's purpose is "to produce
the maximum eamount of net revenue consonant with the dignity of the
State." To do this, the Lottery operates an instant ticket game and a
computerized on-line game. From its first game in 1981 through June 1986,
the Lottery transferred $145,400,000 1intc the several statutorily

designated funds, including the local Transportation Assistance Fund, the
County Assistance Fund and the General Fund.

The Lottery Has More Administrative
Funds Available Than It Needs (see pages 13 through 19)

A greater portion of Lottery revenues could be allocated to prizes and
earmarked for designated revenue funds. Although the Lottery has 25
percent of total revenues available for ceneral administration, it has
spent less than 20 percent of total revenues to operate during its first
five years. States with lotteries most comparable to Arizona's also spehd
Tess than 20 percent of revenues for administration. The percentage of

Lettery gross revenues allowed for administrative expenses should be
reducec from 25 percent to no more than 20 percent. This would allow

increases 1in the percentage of revenves allccated for prizes and the
percentage of revenues transferred to the General Fund and other
designated revenue funds.

Even a relatively small increase in the revenue percentace allecated to
prizes would produce noticeable effects. For example, during the recent
Double Your Treasure instant game, increasing the prize allocation by 2.5
percent would have provided an additional $120,17% in prize money, for an



additiocnal 32,828 winners. Similarly, if the Pick game had receivecd an
additional 2.5 percent from its inception, it would have paid two more $2+
million jackpots.

Budgetary Control Over Lottery
Operations Needs To Be Strengthened (see pages 21 through 25)

The Lottery statutes should be revised to increase budgetary control over
Lottery functions. The Lottery operates more autonomously than most
agencies within State government. The Lottery 1is not subject to an annual
appropriation of its operating funds by the Legislature, ncr is it subject
to executive control over its procurement and contracting activities. By
contrast, 16 of 22 other states appropriate their Tlottery operating
budgets. Further, although the initiative establishing the Lottery may
have intended that the Commission provide oversight, the Commission has
never been active in vreviewing operating or construction budgets, or
staffing levels. Establishing executive and legislative oversight would
strengthen control over Lottery expenditures.

The Lottery Needs To Better Maintain The Appearance
Of Impartiality And Fairness In Its Contract Selection
Process (see pages 27 through 37)

The Lottery's contract selection process could be strengthened tc better
ensure its integrity and fairness. Maintaining integrity and fairness is
essential due to the nature of the Lottery's activities, its potential
vulnerability to the influence of organized crime, and its need to
maintain  public confidence. Aggressive gaming companies  further
underscore this need. For example, in one instance a gaming company
threatened to expose how to compromise the security of a competitor's
ticket.

Some Lottery contracts appear to have been awarced without appropriate
competitive safeguards. For example, a series of four electronic data
processing contracts worth an estimated $1.5 million were awarded to the
same vendor. The vendor received the initial award to do a feasibility
study and was allowed to bid on subsequent related work. This gave the
vendor a considerable advantace over other bidders. In contrast, State



Purchasing Cffice policy discourages permitting vendors who have conducted
a feasibility study to bid on subsequent related work, because of
potential conflicts of interest. 1In three other cases, the competitive
bidding preccess was circumvented through the use of subcontracts worth at
lTeast $450,000. Six other state lotteries use a central procurement
office for contract selections and awards. Repealing the Lottery's
exemption frem the State procurement statutes and meking the State
Purchasing Office responsible for Lottery procurement would better
insulate the Lottery from acgressive gaming companies and strengthen the
Lottery's procurement procedures.

The Lottery Has Mot Sufficiently
Controlled Its New Building Costs (see pages 39 through 43)

The Lottery has nect sufficiently controlled costs for its new building.
Based con sqguare foot costs, the Lottery building will cost over $440,000
more than other State buildings under construction. More elaborate
interior and exterior features such as an exterior brick facade, brick
planter walls and a cut stone walkway contribute to the higher cost.
During the course of the audit, the Lottery rescinded 1its decision to
replace its furniture. Replacement of mest of dits furniture is
unnecessary and would have cecst $600,000.

The Lottery Has Exceeded Its Authority
To Investigate Lottery Violations (see pages 45 through 48)

Lottery investigators co not have statutory authority to conduct

investigations. A.R.S. §5-510.C. 1limits the Lottery's law enforcement
status to receiving investigative information pertaining to investications

of Lottery activities from law enforcement agencies. The Department cof
Public Safety, rather than the Lottery, 1is empowered by statutes to
investigate Lottery violations. Despite this, Lottery personnel have
conducted numerous investications cof such metters as fraud and ticket
theft.



Lottery investigators have alsc violated State statutes by carrying
concealed firearms. The Lottery's Timited 1law enforcement status
precludes carrying concealed firearms. According to the Legislative
Council, only officials designated as peace officers can legally carry
concealed firearms.
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INTRODUCTIOM AND BACKGROUND

The O0ffice of the Auditor General has conducted a performance audit of the
Arizona Lottery Commission in response to a July 26, 1985, resolution of
the Joint Legislative Oversight Committee. This performance audit was
conducted as part of the Sunset Review set forth in Arizona Revised
Statutes (A.R.S.) §841-2351 through 41-2379.

The Arizona Lottery was proposed by initiative petition (Proposition 200)
and approved by voters in the 1980 general election. During its 198}
session, the Legislature enacted House Bill 2366 (Laws of 1981, Chapter
245) which established the Lottery in statute. The Lottery's purpose is
“to produce the maximum amount of net revenue consonant with the dignity
of the State."

Lottery Games

The Lottery currently operates an instant game and a computerized on-line
game. The instant game involves purchasing a ticket and scratching off
the coating to determine if it is a winning ticket. Prizes usually range
from $2 to $100,C00. Approximately six instant games are held per year.
The instant game was the only Lottery game until the Legislature approved
an on-1ine game that began in 1984.

The on-Tine game is played weekly and involves selecting six uniqgue
numbers between 1 and 39. At the end of the week a drawing determines the
six winning numbers and the bonus number. Players selecting winning
combinations share the prize money. If no player selects all six winning
numbers, the grand prize is carried over until there is a winner. Grand
prize winnings have ranged from $150,000 to $8.7 million.

Lottery tickets are sold by agents licensed by the Lottery. Each ticket
sells for $1. Agents receive 6 percent of Tottery ticket sales revenues.
Tickets are warehoused and distributed to retailers by Lottery personnel.



Lottery Revenues And Distribution

A.R.S. §§5-505.B and 5-522 specify how Lottery revenues are distributed.
Forty-five percent of revenues are paid out in prizes, at least 30 percent
must be apportioned to the local Transportation Assistance Fund, the
County Assistance Fund or the State General Fund, and the remaining 25
percent can be apportioned for payment of costs incurred in the operation
and administration of the Lottery. Designated revenue fund distribution
for fiscal years 1981-82 through 1985-86 is shown in Table 1.

TABLE 1

LOTTERY REVEMUES TRAMSFERRED TO
DESIGNATED REVENUE FUNDS FOR FISCAL(7)
YEARS 1981-82 THROUGH 1985-86

Local Transportation General
Fiscal Year Assistance Fund Fund
1981-82 $14,000,000 $22,600,000
1982-83 20,500,000 11,300,000
1983-84 18,000,000 0
1984-85 22,000,000 0
1985-86 23,000,000 14,000,000

(1) Transfers to the County Assistance Fund will begin in fiscal
year 1986-87.

Source: Arizona Lottery Commission Annual Reports for fiscal years
1981-82 through 1585-86.

For the first year the Arizona Lottery's instant game sales were
relatively high, but have declined and stabilized at approximately $5 to
$6 million per came. leekly on-line came sales have ranged from $300,000
to $6 million per week, and account for the significant upsurge in Lottery

sales in the past two years. Annual Lottery revenues since fiscal year
1981-82 are shown in Table 2.



REVENUES

Ticket sales
instant

Ticket sales
on-line

Retailer license
fees

Other revenue

Total revenues
EXPENSES
Prizes
Administrative
expenses (see
Table 2)
Total Expenses

Net income

before transfers

Unusual item -

TABLE 2

ARIZONA LOTTERY REVENUES AND EXPENSES
FISCAL YEARS 1981-82 THROUGH 1985-86

Fiscal Year
1981-82

$114,143,431

61,699

114,205,130

51,441,369
16,327,767

67,769,136

46,435,994

forgiveness of debt

Net income before

Fiscal Year
1982-83

Fiscal Year
1983-84

Fiscal Year
1984-85

Fiscal Year
1985-86

$ 74,892,648

9,788

$ 59,275,035

53,708

$ 46,217,404
26,657,995

7,375
34,005

$ 34,578,266
86,374,157

8,700
35,984

74,502,436

36,370,619
15,562,016

59,328,743

25,987,156
13,432,630

72,916,779

33,467,842
16,804,780

120,997,108

55,135,210
23,591,845

51,932,635
22,969,801

39,419,786

19,908,957

1,400,551

50,272,622

22,644,157

78,257,182

42,270,053

transfers to other

State of Arizona

funds 46,435,994 22,969,801 21,309,508 22,644,157 42,270,053

Transfers to other
State of Arizona
funds

Income before

cumulative effect

{36,600,000) (31,800,000) (18,000,000) (22,000,000) (37,000,000)

of change in
accounting
principle
Cumulative effect
of change in
accounting
principle

Net Income

Retained revenues

(deficit) beginning

of year

Retained revenues,

end of year

Source:

9,835,994

654,883
10,490,877

(1,472,032)

$ 2,018,845

{8,830,199)

5.018,845

3,309,508

188,646

644,157

3,498,154

5,270,053

4,142,311

§ 188,646

§ 3,498,154

$ 4,142,311

3 9,412,264

Arizona Lottery Commission Anpual Reports, fiscal years 1981-82 through 1985-86.



Organization And Budget

The State Lottery Act established a Commission consisting of five members
appointed by the Governor to five-year terms. Two members of the
Commission must have at least five years' experience in law enforcement,
and one must be a certified public accountant. The Lottery Commission is
authorized to make recommendations to the Lottery Director and to set
policy.

The Executive Director 1is also appointed by the Governor, to exercise
immediate supervision over the Lottery and promulgate rules under
authorization from the Commission. The Executive Director currently
supervises approximately 120 staff working 1in five divisions. The
Executive Director also acts as the secretary and executive officer of the
Commission.

As shown in Table 3 (page 5), the Lottery spent more than $23 million to
support its operations in fiscal year 1985-86. The Lottery initiative
exempted the Lottery from the State budget and appropriations processes
for determining State agency operating budgets. The Lottery determines
its own operating budget within the parameters set by statute. Although
the Lottery can expend up to 25 percent of revenues for administrative
expenses, not more than 4 percent may be spent on advertising.

Audit Scope And Purpose

Our audit focused on the Lottery's ability to perform its functions
effectively and efficiently. The report presents findings and
recommendations in five areas.

o Whether the lLottery has more administrative funds available than it
needs.

o lWhether additional legislative and executive oversight of the Lottery
is needed.

e The adequacy of the Lottery's contract selection process.

4



TABLE 3

ADMINISTRATIVE EXPENSES

FISCAL YEARS 1981-82 THROUGH 1985-86

Fiscal Year Fiscal Year Fiscal Year Fiscal Year Fiscal Year

1681-82 1982-83 1983-84 1084-85 1985-86

CATEGORY
Retailer
commissions § 6,127,019 § 4,679,135 $ 3,931,696 $ 4,553,027 ¢ 7,316,728
Advertising
& promotion 4,432,372 3,310,135 2,377,539 2,688,849 3,931,143
Tickets
purchased 3,097,973 2,596,008 2,582,717 2,594,817 1,748,841
On-Tine
system 1,135,288 4,518,403
Wages &
enployee
related 1,406,861 2,2€0,297 2,869,202 3,243,303 3,174,722
Contract
services 438,098 261,571 301,404 637,537 807,149
Unusual item(]) 1,52¢,323
Other
adminis-
trative 824,544 825,457 1,279,928 1,951,649 2,004,75¢

TOTAL $16,327,767 $15,562,016 $13,432,.630 $16.804,780 $23,591,845

(1) Reimbursement to vendor for on-Tine game expenses 1ncurred prior
to original contract being adjudged null and void.

Source:

Arizona Lottery Commission Annual Reports, fiscal years 1981-82
through 1985-86.



e lWhether the Lottery has sufficiently controlled its new building costs.

o Whether Lottery Security Staff should be conducting investigations and
carrying concealed firearms.

In addition, we developed other pertinent information concerning combining
gambling regulatory functions (see page 49).

OQur audit scope was limited toc the extent we could not review lottery
commission executive session meeting minutes. The Lottery could not
locate any of these meeting minutes from its first executive session
through June 1986.

Due to time constraints we were unable to address all potential issues
identified during our audit. The section Areas for Further Work (page 57)
describes these potential issues.

Our audit was conducted in accordance with generally accepted governmental
auditing standards.

The Auditor General and staff express their appreciation to the Lottery
Commission, Executive Director and staff for their cooperation and
assistance during the audit.



SUNSET FACTCRS

In accordance with Arizona Revised Statutes (A.R.S.) §41-2354, the
Legislature should consider the following 12 factors 1in determining
whether the Arizona Lettery Commission should be continued or terminated.

1. The objective and purpose in establishing the Lottery

The Arizona Lottery Commission was proposed by initiative petition
(Proposition 200) and approved by voters in the November 1980 general
election. The Lottery Commission's purpose 1is "to produce the
maximum amount of net revenue consonant with the dignity of the
state."” This is currently accomplished by offering the public an
instant ticket game and an on-line game.

2. The effectiveness with which the Lottery has met its objective and
purpose and the efficiency with which it has operated

The Lottery has producea a significant amount of net revenue since it
began operations in 1981. The Lottery is required by statute to
distribute at least 30 percent of wagers to three designated funds,
which are the Local Transportation Assistance Fund, the State General
Fund and the County Assistance Fund. During its first five years of
operation, ending June 30, 1986, the Lottery distributed $145,400,000
into these funds.

Although the Lottery has produced much net revenue, its operations in
some cases have not been efficient. Efficiency of operations is
especially critical for the Lottery because any monies saved can be
distributed to the designated funds. QOur audit found that the
Lottery's building costs are excessive. Based on square foot costs,
the Lottery building will cost over $440,000 more than other State
buildings under construction, according to construction estimates.
The Lottery felt a more elaborate building was necessary to project a
proper Lottery image.



The extent to which the Lottery has operated within the public
interest

The Lottery has operated within the public interest by generating

substantial net revenues which are apportioned to the State and to
local governments.

The extent to which rules and regulations promulgated by the Lottery
are consistent with the legislative mandate

The Lottery has promulgated rules and regulations that are consistent
with its legislative mandate. The Attorney General's Office reviews
and certifies all proposed rules.

The extent to which the Lottery has encouraced input from the public
before promulgating its rules and regulations and the extent to which
it has informed the public as to its actions and their expected
impact on the public

The Commission has adequately encouraged input from the public before
promulgating 1its rules and regulations. Proposed rules are
surmarized in the Administrative Digest. Any proposed rule is placed
on a regular Commission meeting agenda for consideration. Meeting
notices are posted at the Lottery and in the Senate Press Room. In
addition, the Department of Administration is notified. The Lottery
also notifies industry and retailer representatives of proposed rules
ana regulations affecting them.

The Lottery has not complied with the statutory requirement to keep
Commission executive session meeting minutes. State boards and
commissions are required by statute to keep records at all meetings,
including executive sessions. During the ccurse of the audit the
Lottery could not locate any of its executive session minutes from
the Lottery's first meeting through June 1986.



The extent to which the Lottery has been able to investigate and

resolve complaints that are within its jurisdiction

Since the Lottery is not a regulatory agency, per se, its enablirg
legislation did not include a formal complaint process. Statutes
authorize the Department of Public Safety to conduct investigations
into any violations of statutes pertaining to the conduct of the
Lottery. However, we found that the Lottery has exceeded 1its
authority tec investigate Lottery violations (See Findine V, pages 45
through 48).

The extent to which the Attorney General or any other applicable

agency of State government has the authority to prosecute actions

under its enabling legislation

A.R.S. §5-512.01 provides both the Attorney General and county
attorneys concurrent prosecution authority for any offense arising
out cf or in cocnnection with the formation, management, operation or
conduct of the State Lottery.

The extent to which the Lottery has addressed deficiencies 1in its

enabling statutes which prevent it from fulfilling its statutory
mandate

Since its inception in 1981, the Lottery has been active in
submitting Tlegislation to increase its effectiveness. Legislation
addressed:

° Percentage of revenues allowed for advertising,

) Limited peace officer status for the Assistant Director of
Security and Licensing,

Authorizing on-1ine games,

Confidentiality in procurements,

Allcwing recdemption centers,

Authorizing facilities construction, and

Clarifying various items relating to Lottery games.



10.

In addition, according to the Lottery Director, statutes limiting the
number of drawings for on-line games should be repealed to permit
additional drawings and the introduction of new games. The Lottery
propcsed legislation to this effect in the last legislative session
but it did not pass.

The extent to which changes are necessary in the laws of the Lottery

to adequately comply with the factors Tisted in the sunset Taw

Based on our audit work, we recommend that the Legislature consider
the following changes to the Lottery Commission's statutes.

0 Amend A.R.S. §5-505.B, reducing the percentage of wagers allowed
for Lottery administrative expenses from 2% percent to no more
than 20 percent, and increasing the percentage of wagers to be
transferred tc the designated revenue funds and/or the prize
fund. (Efficiency of QOperations - Sunset Factor 2).

0 Amend A.R.S. §5-509, repealing Lottery's exemption from the
State procurement statutes and making the Department of
Administration-State Purchasing Office, responsible for all
Lottery procurement. (Effectiveness of Operations - Sunset
Factor 2)

In addition, we recormmend that conflicting statutes relating to
revenue distributicn be amended. It appears that when A.R.S. §E5-522
was amended in 1986 to establish a County Assistance Fund, A.R.S.
§5-505.B was not similarly amendec¢ to reflect this change. Further,
according to Legislative Council, these statutes alsc appear to
conflict in terms of revenue distribution amounts. A.R.S. §5-505.B
requires that "not less than 30 percent" of revenues be transferred,
whereas A.R.S. §5-522 does not indicate a minimum percentage.

The extent to which the terminaticn of the Lottery would

significantly harm the public health, safety or welfare

Terminating the Lottery would not have a deleterious effect on the
pubtic health, safety or welfare. However, terminating the Lottery
would eliminate a significant amount of revenue made available to the
State. Since its inception in 1981, the Arizona Lottery has raised

10



11.

12.

more than $145 million in net revenues distributed to the Local
Transportation Assistance Fund, the Highway User Revenue Fund, the
County Assistance Fund and the State General Fund.

The extent to which the Tevel of regulation exercised by the Lottery

is appropriate and whether less or more stringent levels of

reculation would be appropriate

The Arizona Lottery is not a regulatory agency. However, the agency
must ensure that Lottery retailers comply with Lottery statutes, and
rules and regulations promulgated thereunder. According to the
Lottery Director, the level of regulation currently provided in this
regard is appropriate and requires no change.

The extent to which the Lottery has used private contractors in the

performance of 1its duties and how effective use of private

contractors could be accomplished

The Arizona Lottery makes extensive use of private contractors in the
performance of its duties. Private contractors provide instant game
tickets; on-line game systems, services and tickets; drawing
equipment; and annuities to fund grand prizes. In addition, the
Lottery uses private contractors for advertising and promotion,
auditing, overseeing drawings, and data processing. We did not
identify any other areas for the Lottery's use of private contractors.

11



FINDING I

THE LOTTERY HAS MORE ADMINISTPATIVE
FUNDS AVAILABLE THAN IT NEEDS

The Lottery's administrative portion of revenues could be reduced. Its
current apportionment is more than ample to meet all its needs and is more
than most other state lotteries spend. If the Lottery's administrative
portion were reduced, more funds would be available for prizes and for
remittance to the General Fund.

Administrative Portion Is
Higher Than Necessary

The Lottery's percentage of total revenues alleowed for operating expenses
is higher than 1is necessary to meet its needs. The Lottery has never
expended all of the 25 percent of revenues allowed and has carried forward
large amounts annually. Further, as the Lottery matures, large initial
expenditures for capital improvements and electronic data processing (EDP)
systems development shcould decrease. Most other states spend considerably
less than 25 percent of their total revenues to operate their lcotteries.

Portion available not needed - Although the Lottery has 25 percent of

total vrevenues available for general administraticn, it has needed
considerably less to operate during its first five years. As shown in
Table 4 (page 14), the Lottery has actually spent less than 20 percent of
its total revenues on administrative expenditures. In fiscal year
1985-86, for example, the Lottery spent approximately $23 million although
more than $30 million was available for Lottery operations.

If Lottery revenues continue to increase, the percentage of revenues
required to cover administrative expenditures can be expected to
decrease. During the three fiscal years ir which Lottery revenues were
less than $75 million (fiscal years 1982-83, 1983-84 and 1984-85), the
percentage of revenues spent on Lottery administration has ranced from

13



20.8 percent to 23.0 percent, with an average of 22.1 percent. For the
two years in which total revenues were greater than $110 million,
acdministrative expenditures constituted 14.3 percent and 12.1 percent of
total sales, respectively. This indicates that as revenues increase, a
smaller percentage of revenues is needed for administration.

TABLE 4

LOTTERY ADMINISTRATIVE APPORTICNMENT AND EXPENDITURES
(IN MILLIONS OF DOLLARS)
FISCAL YEARS 1981-82 THROUGH 1985-8¢6

Admin. Expenditures As
Total Portion Admin. Percentage Of
Fiscal Year Revenues 25% of Total Expenditures Total Revenue
1981-82 $114.2 $ 28.6 $ 16.3 14.3%
1582-83 74.9 18.7 15.¢6 20.8
1983-84 59.3 14.8 13.4 22.6
1984-85 72.5 18.2 16.8 23.0
1985-86 121.0 30.2 23.1(1) 19.1
TOTAL $442.3 110.5 $ 85.2 19.3% (Average)

(1) This was the first full year the Lotto (Pick) game was in
operation. The addition of the Pick game is primarily
responsible for the sharp increase in administrative expenditures.

Source: Arizecna State Lottery Annual Reports

Although some of the excess administrative monies have been remitted to
the General Fund, monjes carried forward each year have been substantial.
As shown in Table 5 (page 15), for example, approximately $10 million of
revenues have been accumulated through fiscal year 1985-86 and are teing
carried forward to the current fiscal year. Carry forwards of this
magnitude indicate that revenues earmarked for administrative expenditures
are more than acequate to meet the Lottery's needs.
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TABLE 5

CUMULATIVE RETAINED REVENUES
FCR FISCAL YEARS 1°281-82 THPOUGH 1985-86

Fiscal Year Retained Revenues
1981-82 $9,018,845
1982-83 188,646(1)
1983-84 3,498,154
1984-85 4,142,311
1985-86 9,412,364(2)

(1) Because of the severe fiscal crisis experienced by the State
during fiscal year 1982-83, the Lottery transferred all possible
monies (including all retained revenues from the previous fiscal
year) to the General Fund.

(2) The fiscal year 1985-86 retained revenues figures are based upon
the Lottery's fiscal year-end income statement. Included in this
estimate 1is $4,733,500 that has been placed in an oblicated
capital expenditures fund to cover construction costs of the new
building.

Source: Arizona State Lottery Annual Reports.

Capital improvement and EDP systems development costs should decrease - As

the Lottery matures, administrative expenditures may decline. Large
initial expenditures for cepital improvements and EDP development should
decrease. Land acquisiticn and construction of the Lottery's building,
estimated to cost $5.2 millicn, will be fully paid for with retained
revenues from fiscal years 1985-86 and 1686-87. The Lottery's main frame
computer, purchased in fiscal year 1985-86 at a cost of $85,000, should be
sufficient to meet its needs for the foreseeable future.* Most system
development and conversion work - totaling approximately $1.5 million -
should be completed during 1987.

Other states spend less - Other states spend considerably less than 25

percent of their total revenues for administration. O0n the average, the
percentage of total vrevenues spent by other state Tctteries for
administrative costs during fiscal year 1984-85 is 14 percent.** Of the

* The Lottery recently purchased a used mainframe computer from the
Department of Revenue.
**  This figure inclucdes the District of Columbia lottery.
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18 other state lotteries in operation during fiscal year 1984-85, only
Vermont spent more than 25 percent of its revenues on Tlottery
administration.*

On the average, states with Tlctteries most comparable to Arizona‘s spend
or will expect to spend less than 20 percent on administration.** Since
1882, six states with populations comparable to or smaller than Arizona
have instituted lotteries. In the aggregate, these state lotteries, as
shown in Table 6 (see page 17), spend or will expect to spend 18.3 percent
of their revenues on lottery administration.

More Could Be Set Aside For
Prizes And The General Fund

If the Lottery's administrative portion were reduced by & percent, more
monies - an estimated $6.2 million in fiscal year 1986-87 - would be
available for other purposes.*** These additional monies could be used to
increase the prize pools and/or transferred to cdesianated Revenue or
General Funds.

More prize money -~ Increasing the percentage of revenues designated for

prizes by 2.5 percent for the instant and Pick games would put the Lottery
more in line with other state lotteries.**** Arizona ranks low in the
percentage of revenues allotted to player prizes. In Arizena, 45 percent
of instant and Lotto (Pick) revenues are allocated for prizes. An Auditer

* The Vermont Tlottery 1is the Towest revenue procducing Tottery in the
nation. During fiscal year 1984-85 Vermont's lcttery revenues
totaled $5.2 million,

**  These Tlotteries were chosen for two reasons. First, given their
infancy, one can expect them tc be incurring development costs
similar to that of the Arizcna State Lottery. Secend, actual or
projected revenues for these lotteries are comparable to or smaller
than the Arizona State Lottery.

*** e estimate fiscal year 1986-87 revenues will be approximately $123
million based on actual revenues of $61.5 million for the first six
months of the fiscal year.

**x** The following analysis assumes that the & percent reduction would be
divided evenly between the prize and revenue funds. How this money
is actually allocated is a lecisiative policy decision,
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General staff survey of other state Totteries indicates that, on the
average, 49.1 percent of revenues are allocated for prizes.

TABLE 6

PERCENTAGE COF TOTAL LOTTERY REVENUES SPENT OM
ADMINISTRATIVE EXPENDITURES AMOMG SMALL TO MEDIUM POPULATION
STATES THAT HAVE INSTITUTED LOTTERIES SINCE 1982

Year Annual Revenue Percentage

State Instituted Population (in Millicns)  of PRevenues(1)
ARI ZONA 1981 2,718,215 72.9(2) 23.0
Washington 1982 4,132,156 150.0 17.6
District of

Columbia 1982 638,333 112.7 17.2
Colorado 1983 2,889,064 105.3 18.6
Towa 1985 2,913,808 82.5 20.0(3)
Oregon 1985 2,633,105 42.2 15.3
West Virginia 1986 1,949,644 24.0 21.0(4)

Average percentage of revenues excluding Arizena set aside for
administrative expenditures - 18.3 percent.

(1) For fiscal year 1984-85 unless otherwise ncted.

(2) Arizona Lottery revenue for fiscal year 1985-86 was approximately
$121 million.

(3) Percentage of revenues to be spent on Lottery administration

during fiscal year 1985-86.

West Virginia is in its first year of lottery operation. During
the first three years, this lottery is permitted to spend up to
21 percent of revenues for administrative expenditures. After
three years, this will drop to 15 percent.

Source: State Lottery Annual Reports and Auditor General survey of state
lTotteries.

Increasing the percentage of revenues allocated for prizes would have a
significant impact on the number and size of purses awarded. An increase
in the prize allocation by 2.5 percent would have meant an additional
$130,179 1in prize money for the Double Your Treasure instant came
conducted from May to June, 1986. Assuming no changes in the prize
structure, this could have translated into approximately 32,786 additional
Tow-tier winners ($2-$20), 40 medium tier winners ($50-$100), and two
additional high tier winners ($5,000).
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An increased allocation to the Pick prize fund of 2.5 percent would have
also had a an impact on the number of big jackpots won. This would have
resulted in two more $3+ million jackpots since the came's inception in
October 1984.

Furthermore, research indicates that increasing the percentage of Lottery
revenues designated for prizes may increase interest in the Lottery among
Arizona residents. Surveys conducted by Behavior Research Center and
Arizona State University's Survey Research Laboratory in 1984 and 1985,
respectively, found that reasons given by Arizona residents for not
playing the Lottery include a perception that there are too few winners,
that odds are too heavily weighted against the players, and that not
enough revenue is allocated for prizes.

Designated revenue and General Funds - More revenues could be transferred

tc the designated Revenue and General Funds. During its five-year
existence, the Lottery has transferred almost 33 percent of its revenues
to the Local Transportation Assistance, County Assistance or General
Funds. However, 1in the past three years the Lottery has transferred
slightly more than the minimum 30 percent required by statute. In
contrast, other state lotteries transferred approximately 36 percent of
Tottery revenues to state coffers during fiscal year 1985. If 2.5 percent
more were remitted to these funds in fiscal year 1986-87, $3.1 million in

additional funds would be available to support public programs and
projects.

CONCLUSION

The percentage of Lottery revenues set aside for administrative
expenditures shculd be reduced. This percentage is higher than
necessary. Reducing the percentage of total vrevenues earmarked fer
administrative costs would permit the Legislature to commit more revenues
for prizes, designated revenue funds and the General Fund,
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RECOMMENDATICNS

The Legislature should consider reducing the percentace of Lottery
revenues earmarked for administrative expenditures from 25 percent to
no riore than 20 percent.

The percentage of revenues allocated to prizes and transferred to the
State Treasury should be dincreased as the State Legislature deems
appropriate to reflect changes in the allocation of revenue for
Lottery administration.
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FINDING 11

BUDGETARY OVERSIGHT AND CONTROL OVER LOTTERY
CPERATICNS MEEDS TO BE STRENGTHENED

Arizona Lottery Commission statutes should be revised to increase control
over Lottery functions. Under the Lottery's current autonomcus structure,
budgetary oversight of Lottery operations is weak. Revising Lottery
statutes would improve both legislative and executive oversight.

Budgetary Oversight Over
The Lottery Is Weak

The Lottery operates more autonomously than most agencies within State
government. Both the Legislature and the executive branch are limited
statutorily in the amount and nature of oversight they can exercise over
the Lottery. Moreover, the Lottery Commission has exercised a Tlimited
role and cannot effectively oversee the Lottery's administrative
operations. As a result, the Lottery Director has broad discretion and
authority to operate independently.

Legislative and executive oversight limited - The 1980 initiative that

established the Lottery limited oversight of Lottery operations. Unlike
most State agencies, the Lottery is not subject to an annual appropriation
of its operating funds by the Legislature, nor is it subject to executive
coritrol cver its procurement and contracting activities.

The Lottery Act (H.B. 2366 Laws 1981, Ch. 245) enacted in 1981 established
the Lottery pursuant to an initiative approved by the voters in MNovember
1980. A private gaming ccmpany, which Tlater became a major Lottery
contractor, financed the draftinc of the Lottery initiative.* The
framework for the Lottery's autconomous structure was established in the
initiative and so was not a legislative policy decision.

* The same private gaming company supporting the Arizona Lottery
initiative later supported similar initiatives for California and
Oregon. These initiatives also limited legislative and executive
oversight.



Under the provisions of the Lottery Act, the Lottery has a statutory
exemption from the State appropriations process. Unlike most State
agencies, it sets 1its own budget and staffing levels. The Attorney
General, in Cpinion I81-022 dated January 13, 1981, ruled that the Lottery
Act:

. . read as a whole, clearly expresses a direction to
the Commission and Executive Director to spend or
dispose of all the monies raised from the sale of
lottery tickets for the purposes described in the Act,
and that it does not contemplate that any further
legislative action will be necessary for the
expenditure or disposition of those monies.

The Attorney General, in the same opinion, also ruled that the continuing
appropriation so stipulated is constitutional. This exemption from the
annual appropriation process essentially prohibits the Legislature from
exercising one of its strongest oversight powers over the Tottery.

Further, the Lottery 1is exempt from executive budget oversight. The
Lottery 1is not required to submit its budget to the Executive BRudget

Office for review.

Commissicn's role - The Lottery Commission also has a limited role in

overseeing the Lottery's operations. The initiative establishing the
Lottery may have intended for the Commission to provide oversight.
However, the Commission has not been able to fulfill this function
effectively.

According to a Legislative Council Cpinion dated August 25, 1986, it
appears that the Lottery Act intended for the Commission to "exercise
general and cverall control" over the Lottery's operations. The
Commission nas the authority to approve or disapprove the Lottery
Director's actions. According to the Legislative Council, this appears to
give the Commission authority over the Lottery's budget and staffing
levels, although the language of the Lottery Act is not clear on this
point.



In practice, the Commission is limited in its oversight role. First, it
has never been active in reviewing the Lottery's operating or capital
construction budgets and staffing levels, even though it appears to have
oversight authority in this area. Second, the Commission has Timited
statutory authority in other areas. For example, it only has the power to
disapprove contracts within 14 days of the Director's order awarding the
contract. It cannot award contracts to the bidder it feels is most
qualified.

The nature of the Commissicn further inhibits its ability to oversee the
Lottery. One Commission member stated that being part time and unpaid
provides the Commissioners with 1ittle opportunity or motivation to
closely monitor Lottery operations. At dits monthly meetings, the
Commission is dependent on information provided by Lottery employees.

Another Commissioner stated that the Commission 1is 1ittle more than "a

rubber stamp for the Director's decisions."

Limited in its role, the Commissicn has become less involved in Lottery
operations in recent years. From 1581 through 1983, the Commission
averaged 18 meetings per year. For 1984 and 1985 the average meetings per
year dropped to 13. As of Aucust, the Commissicn had met only four times
in 1986. Further, the Commission subcommittees, originally formed to
previde close scrutiny of specific functional areas within the Lottery,
are almost inactive. According to two Commissioners interviewed, the
subcommittees have met only once in the past year.

Director authority - Because oversight is lacking from the legislative and
executive branches, and from the Commission, the Director has extensive

authority to operate the Lottery independently. The Director prepared and
had final approval over a budget of approximately $23 million for fiscal
year 1985-86. The Lottery budget was not required to be reviewed by the
Executive Budget Office (EBC) or the Jeoint Legislative Budget Committee
(JLBC), yet 80 agencies with equal or lesser budgets were required to
submit to this budget review process.
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Revising Lottery Statutes
Would Increase Oversight

Lottery statutes could be revised to increase control over and
accountability for its operations. Establishing executive and Tegislative
oversight would strengthen control over Lottery expenditures.

The Legislature has the authority to restructure the Lottery if it
chocses. According tc a Legislative Council Opinion dated August 269,
1986, the Legislature may amend the Lottery Act and modify the structure
and authority of the Lottery Commission, because the Lottery initiative
did not receive a majority of the vote of qualified electors.

Article IV, part 1, section 1, subsection (6),
Constitution of Arizcna, prohibits the legislature from
amending or repealing initiated or referred measures
which receive a majority vote of the qualified
electors. The phrase 'majority of qualified electors'
means the majority of those eligible to vote, not those
actually votinc. Adams v. Bolin, 74 Ariz. 269, 247
P.2d 617 (1952).

According to the Secretary of State's O0Office, 412,992 people voted in
favor of the Lottery initiative; enough to pass the measure, but not a
majority of more than 1.1 million qualified voters.

Greater control over expenditures - Establishing legislative oversight and

EBO review of Lottery budgets would provide greater control over Lottery
expenditures. Currently, the Lottery determines its operating budgets
without any outside review. Requiring the Lottery to participate in the
executive budget and legislative appropriations precesses would provide
increased control over expenditures. Under the budget and appropriations
process, all items, including furniture purchases and professional and
outside services, woulcd be reviewed by EBO and JLBC staff and would
require legislative approval.



Revising Lottery statutes to improve central oversight would be consistent
with practices in other states. Currently, 16 of the 22 states (excluding
Arizona) operating Tlotteries appropriate their lotteries' ocperating
budgets.* Of the 12 states that have established their Tlotteries as
stand-alone agencies, eight apprcpriate the lotteries' operating budgets
through legislative action. The other ten states that operate Totteries
have made the Tottery subordinate to a Targer agency, such as the
Department of Revenue.

CONCLUSICNS

The Lottery could be restructured to improve contrel over Lottery
operations. At present, the Lottery is free from the restrictions tnder
which most State agencies must operate. Subjecting the Lottery to the
executive budget and legislative appropriations processes would provide
increased cversight over Lottery expenditures.

RECOMMENDATION

The Legislature should consider revising Lottery statutes to require the
Lottery to participate in the executive budget and 1legislative
appropriations processes.

* Some states appropriate personnel and administrative cests, but not
those costs which are a fixed percentage of revenues, such as
retailer commissions, vendor ccmmissions and advertising. However,
Michigan also eppropriates its Tlottery's advertising budget.
Regardless of the form of implementation, all of the states
interviewed allow access tc supplemental and emergency funding if
there is a budget shortfall. '
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FINDING III

THE LOTTERY MEEDS TO BETTER MAINTAIN THE APPEARANCE OF
IMPARTIALITY AND FAIRMESS IM ITS CONTRACT SELECTIOM PROCESS

The Lottery's contract selection process could be strengthened to better
ensure its dintegrity and fairness. The gaming environment recuires
diligence 1in maintaining the integrity of the Lottery's contracting
process. Some contract selections appear to have been made without
adequate safeguards to ensure fair and open competition. Placing the
Lottery under the authority of the State Purchasing Office (SP0) would
help ensure impartiality and fairness in the contract selection process.

Gaming Environment Requires
That Integrity Ee Maintained

Maintaining the integrity and fairness of the contract selection proccess
is essential due to the nature cof the Lottery's activities and its
potential wvulnerability to the influence of organized crime. The
aggressiveness of some vendors providing gaming services further
demonstrates the need to vigilantly quard the Lottery's integrity and
impartiality in selecting contractors.

Maintaining Integrity - Maintaining procedures to ensure fairness and

integrity of governmental agencies involved in gaming or wacering is
especially important due to the nature of their activities. While
discussing the need for careful control of legalized caming, the Nevada
Supreme Court* found that the gaming industry is susceptible to corrupticn
by organized crime. The Court further concluded that since gambling is
often considered a vice, a government must strive to promote and operate
its gaming venture in a way that is inoffensive to its constituents.
Finally, to ensure the success anc growth of its gambling organization, a
government must maintain the appearance as well as the fact cf honesty and
fairness with respect to its gaming operations.

* jlevada Tax Commission vs. Marion B. Hicks, 73 Nev. 115, 119, 310 P.2d
852 (1857).
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Maintaining the integrity of the Lottery's contract selection and award
process is especially critical to maintain public confidence in the
Lottery. Lottery contracts involve millions of dollars in public funds
which need to be safeguarded. Moreover, the nature of the Lottery's
activities make it a particularly sensitive and visible public entity. In
fact, the special need to maintain the integrity of the Lottery's
contracting process was reccgnized in the Lottery's enabling legislation.
Arizona Revised Statutes (A.R.S.) $§5-509, subsection D, states:

. « . In all awards of contracts pursuant to this
section, the director shall take particular account of
the sensitive and responsible nature of the
cormission's functions and the paramcunt considerations
of security and integrity.

Aggressive Vendors - The aggressiveness of some gaming companies that

serve the Tlottery industry further underscores the need to maintain
integrity and impartiality in selecting contractors. The following
incident illustrates this aggressiveness.

. A single vendor has produced tickets for 31 of 33 instant games
offered by the Lottery. This vendor was instrumental in the
passage of the Lottery initiative, expending approximately $200,000
for writing the initiative, establishing support groups and
petition signature gatherers, and media acvertisement. According
to the vendor's Chief Executive Officer, in 1980 his company
financed public cpinion surveys 1in several states, identified
Arizona as a likely market for a lottery, and began the initiative
effort. This verdor was subsequently awarded the first contract to
produce Tottery tickets for Arizona.

In February 1982 the Lettery awarded 1its second contract for
instant game tickets to a competitor cof the vendor behind the
initiative. However, before production began on the first game
under the second contract, the vender behind the initiative sent a
letter to Lottery officials stating that it had found a way to
compremise the security of the tickets offered by the vendor
selected. Later, the Lottery Commission voted to cancel the
winning vender's contract and issue a new request for proposals
(RFP). The vendor behind the initiative was awarded the contract
under the second RFP.*

* This vendor has engaged in similar conduct in other lottery states
after losing contracts, including Connecticut and I11inois. The
vendor aroused public concern over the "security" of the tickets to
be supplied by a competing vendor.
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Lottery's responsibility - The Lottery bears responsibility for

maintaining the integrity and impartiality of 1its contracting process
because it is exempt from the State Procurement Coce. Of all State
governmental wunits, only ten were given exemptions from these
regulations. A.R.S. §41-25C1.F stipulates:

The Arizona state lottery commission is exempt from the
provisions of this chapter for procurement relating to
the design and operation of the lottery or purchase of
lottery equipment, tickets and related materials.

The former Director interpreted this to mean that any procurement, other
than for office supplies, is exempt from Precurement Code requirements
because all such purchases relate to the cperation of the Lottery. The
Lottery makes purchases through the State Procurement Office only when
the Director feels it has a greater expertise than Lottery staff in
acquiring a certain itenm,

Although the Lottery is exempt frcm the State Procurement Code, A.R.S.
§41-2501.F (as amended 1985) requires the Lottery Director to promulgate
procurement rules and regulations "substantially equivalent" to the
Code. Prior to this enactment, the Lottery did not have rules and
regulations governing 1its procurement process. The Lottery adopted
procurement rules in June 1985.

Some Contract Awards Made Without
Adequate Competitive Safeguards

Some Lottery contracts appear to have been awarded without appropriate
safeguards to ensure competiticn because poor procedures were followed.* A
series of electrcnic data processing contracts have been awarded to the
same contractor who conducted the feasibility study on which subsequent
work was based. In addition, a vendor questioned the fairness of some
instant game contract awards. Finally, some subcontract awards were made
without adequate procedures tc ensure a fair and competitive selection.

* Our review of this area was limited by the fact that the Lottery was
unable to provide any of its executive session minutes from the
Lottery's first meeting through June 1986. Accerding to regular
meeting minutes, issues concerning suits filed over gaming contract
disputes were discussed during executive sessions.
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Electronic Data Processing (EDP) contracts - The Lottery awarded a series
of four EDP contracts worth an estimated $1.5 million to the same vendor

over the past three years. The first contract was to perform a
feasibility study for an automated accounting system. Two additional
contracts were awarded tc implement portions of the feasibility study. A
fourth contract was awarded to convert the Lottery's accounting and
managenent systems to a new computer system. These contracts were awarded
by the Lottery Director because he believed the vendor was the btest
cualified company to perform the work.

¢ In December 1983 the vendor was awarded a contract for approximately
$215,000 to begin work implementing the Lottery's new automated
system. The Lottery attached to its RFP a brief management overview of
the feasibility study, but not the study itself, which included
detajled information required by prospective vendors. One potential
bidder wrote to Lottery officials indicating it could not respond to
the RFP because the scope of work was too broad and loosely defined.
The only respcnse to the RFP was from the vendor who cornducted and
wrote the feasibility study.

Comment: A clause in the request for proposals stated the full
specifications would be made available to the winning vender. Thus,
the vendor selected had an advantage over other bidders since it was
the only firm with an advance copy of the full feasibility study. A
current SPC policy recognizes the potential conflict of interest and
fairness issues which may arise in situations such as this. In its
own procurements, SP0 will not permit venders who do a feasibility
study to bid on subseguent related work. SPO encourages other state
agencies to follow the same rule.

® A second contract to implement the feasibility study was awarded in
July 1984 to the same vendor. This contract was worth approximately
$750,000 to $1 million. Although the Director did not establish a
formal evaluation committee, he asked two Assistant Directers to
evaluate the propcsals informally. However, cne of the two, the EDP
Director at the time, did not review the proposals.

Comment: Again, the vendor selected had an advantage cover other
vendors because of dits involvement 1in the feasibility study. In
addition, althouch not reguired at the time by Taw or rule, a formal
technical evaluation of proposals was not conducted. Given the size
of this contract, a formal evaluation of the proposal would have been
appropriate and beneficial. Such an evaluation could have proviced
documentation that each proposal was given fair consideration.



Instant game contracts - A vender questioned the fairness of some instant

game contract awards. Allegations made by an unsuccessful instant game
bidder were investigated by the Department of Public Safety (DPS) and
found to have merit. However, the Lottery took Tittle or no action as a
result of the DPS investigation.

. In April 1981 the Lottery awarded its first contract for instant

came tickets. A majer evaluation criterion was the security of
tickets produced. However, official bid samples were not solicited
in the Lottery's RFP. Instead, the Lottery's Director of Security
traveled to states in which various vendors' tickets were being used
and purchased samples for testing by the Department of Public
Safety. Hewever, sample tickets purchased for one vendor were
actually produced by a predecessor company and were printed by a
different method than the method presented 1in the vendor's
preposal. The vendor did not receive the contract and protested the
Lottery's decision.

Comment: The Lottery's proposal evaluation process was flawed in
that the Lottery did not purchase and test the same quality ticket
the vendor specified in its proposal. In addition, the Lottery did
not formally respond to the vendor's protest.

. As mentioned previously, in 1962 the Commission canceled a vendor's

instant ticket contract because its tickets were compromised by a
competing vendor. As a result, a second RFP was issued. The
proposals submitted by the vendors in respcense to the second RFP
differed 1ittle from the proposals submitted to the first RFP except
in the area of pricing. The vendor originally awarded the contract
submitted a bid considerably Tower than the competing vendor. In
addition, DPS evaluated the vendors' tickets and found them to be of
similar quality and resistant to compromise. However, the Lottery
awarded the contract to the competing vendor.

Comment: It 1is unclear why the Lottery changed its original
decision and awarded the contract to the competing vendor. Although
there was no requirement to do so at the time, there was no written
justification of the Lottery's decision.

] In October 1984 the Lottery hired an independent evaluator to review
instant game contract propesals. A vendor complained that the
evaluator had a prior business relationship with the company that
had been producing lottery tickets for Arizona. Lottery officials
did not agree with the vendor. The vender, which filed the
complaint, withdrew its proposal and the contract was awarded to the
company that had been producing Arizona's tickets.

Corment: At the request of the governor's office and the Lottery,
DPS conducted an investigation into allegations made by the losing
vendor. The DPS investicater responsible for the idinvestigation



concluded that the available documentation tended to support the
losing vendor's contention of an ongoing business relationship
between the individual acting as the independent evaluater and the
winning vendor. The DPS investigator stated that the independent
evaluator's role was "highly questionable."

Subcontracts - The Lottery's practice of entering intc subcontracts

through 1its main advertising contract, althouch not 1illegal, has been
carried out without adequate procedures to ensure fair and open
corpetition. According to the Director of SPO, such use of subcontracts
violates the spirit and intent of the State Procurement Code and is not
good procurement practice.

) In April 1985 the Lottery Director instructed the Lottery's
advertising agency to subcontract for the services of a particular
eastern Tlottery consulting firm and bill the Lottery for the
services. A competitive bidding process was not used. According to
the former Director, this was done because the recently hired
advertising agency had no lottery experience and he wanted them "up
to speed" as quickly as possible. Furthermere, according to the
former Director, there were few firms that had the experience
necessary to provice assistance to the Lottery's acdvertising
agency. The contract terms between the advertising agency and the
consultants were for a flat fee of $10,000 per month, plus travel
expenses. The ccntract ran for a period of approximately one vear,
totaling more than $120,000. For this fee, the consultants would be
available for consultation and would develop marketing plans. On
June 1, 1586, the contract with the consulting firm was extended for
an additional seven months, making the total estimated cost of
consulting services more than $190,000.

Comment: By subcontracting through 1its advertising agency, the
Lottery was able to bypass a competitive bidding process, thereby
failing to ensure fair and open competition for a consulting
contract valued at over $1%0,000. Furthermore, subcontracting
resulted 1in additional charges to the Lottery. The advertising
agency charged a 13.24 percent commissien on the subcontract,
resulting in a payment of over $25,000 to the agency.

’ Based on the recommendations of the subcentracted consulting firm,
the Director instructed the advertising agency to subcontract for a
survey of lottery players (market segmentation study). In February
1986 a subcontract worth $200,000 was awarded to another eastern
firm to conduct the survey.

Comment: As in the previous example, the Lottery bypassed a
competitive bidding process and failed to ensure open and
competitive bidding for & $200,000 market segmentation study.
Although proposals were solicited frcm selected vendors, an PFP was
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not advertised in any newspapers or trade journals. Additionally,
the consulting firm had a previous working relationship with the
firm hired to conduct the survey. Moreover, Lottery officials
instructed that a reputable 1loccal firm be excluded from the
competition. Lottery officials disagreed with the firm's findings
on the Lottery as reported in a 1984 news article.

0 A $€0,000 subcontract was awarcded to a film preduction company to
produce a speaker's film. Competitive proposals were not
solicited. The Lottery Director at the time instructed the
advertising agency to subcontract with the film company.

Comment: By subcontracting through the advertising agency, the
Lottery was able to bypass e ccmpetitive bidding precess and award a
$60,000 contract without fair and open competition.

Putting Lottery Under State Purchasing
Office Would Improve Controls

Placing the Lottery under the authority of the State Purchasing Office
would better ensure the integrity of the contracting process. The
Lottery's current exemption from the State Procurement Code is not
necessary. SP0 involvement would better insulate the Lottery from
potential ocutside influence. In addition, it would strengthen procurement
procedures and provide for an independent appeals process.

Exempticn Unnecessary - The Lottery's existing exemption from the State

Procurement Ccde 1is unnecessary. The extensive procurement independence
granted to the Lottery has resulted in problems in the past and does not
sufficiently insulate the Lottery from potential outsice influence. Uhile
Lottery officials contend that procurement independence 1is necessary fer
the Lottery to function, a recent procurement of instant tickets indicates
that Lottery procurement under SPO supervision can be successful.

The Lottery is not sufficiently insulated from potential outside pressures
and influence. As a result of the Lottery's exemption from the State
Procurement Code, statutory authority 1is granted to the Director to
solicit bids and award contracts. A.R.S §5-509 empowers the Director to
solicit bids and contract for the design and operaticn of the Lottery and
the purchase of Lottery equipment, tickets and related materials. This

[VS]
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authority gives the Director a great deal of discretion in soliciting bids
and awarding contracts, including the following areas.

o Determining whether a competitive sealed bid is not practical and
calling for the use of an RFP process.

0 Determining the methods by which proposals will be evaluated. For

example, whether an evaluation committee will be used and who will sit
on the committee.

0 Determining whether cost or pricing data should be included in the RFP.

0 Determining the relative importance of the individual criteria used to
evaluate the proposals.

0 Determining whether an administrative hearing officer will be used if
a protest is filed.

0 Making the final determination as to who will receive a contract.

0 Making the final determination if a protest is filed by a vendor.

Currently, only the Commission serves as a buffer between the Director and
Lottery vendors, but its role is weak. A.R.S. §5-509.C. stipulates that
any award made by the Director becomes effective unless the Commission
rejects the award within 14 days of receiving notification of the award.
The Commission has exercised this authority only once in the last five
years, during which time 58 contracts were awarded.

Lottery officials contend that procurement independence is necessary for
the Lottery to function properly. According to Lottery officials,
changing market forces within the Tottery industry could recuire immecdiate
response through the procurement process. However, since 1684, the
Lottery has Tet two and three year contracts for its gaming services. In
addition, according to the Director of SPC, emergency procedures exist
that would allow the Lottery immecdiate, yet lecal, response to a crisis
situation.

The recent award of a contract for Lottery instant game tickets
illustrated the benefit of SPC invclvement in the procurement process. At
the reguest of the Lottery Director at the time, SPC was asked to



supervise the procurement process for the instant ticket contract. SPQ
issued the RFP, received the responses and appointed a committee to
evaluate the bidder's responses. The committee was made up of two Lottery
Assistant Directors and three officials from other state lotteries. The
committee conducted its evaluation and made 1its recommendation to the
Lottery Director, who accepted the recommendation and awarded the
contract. According to a SP0O official, Lottery officials were heavily
involved thrcughout the process, while SP0O acted to ensure compliance with
the Lottery's procurement regulations.

SPO Involvement Would Insulate the Lottery - Six Tottery states utilize a

central procurement office for contract selection and award, thus more
effectively buffering the lottery itself from outside influence.*

The Connecticut and Massachusetts lotteries, for example, rely on their
state purchasing offices for contract selection and award, including
gaming contracts. In both states, lottery officiels are heavily involved
in drafting RFPs, establishing evaluation criteria and determining
qualified vendors. However, state purchasing officials oversee the
process, thereby ensuring compliance, and make the final award decision.
Further, state purchasing hears and rules on any protests filed by
vencors. According to a Connecticut Tottery official, his agency feels it
has had fewer problems with major gaming vendors because of the third
party insulation provided by the state purchasing office.

As a third party in the procurement process, SPO would be less susceptible
to the influences of the large vendors who tend to dominate the lottery
industry, particularly gaming vendors. For this reason, SP0O's involvement
in contract awards would help ensure that selection decisions are based on
the vendors' compliance with the criteria expressed in the RFP.

* These states are New Jersey, Connecticut, Colorado, Massachusetts,
West Virginia and Missouri.



SP0 would strengthen procecdures and provide appeals process - The
involvement of SPO would strengthen the Lottery's procurement procedures
and preovide an independent appeals process. Involving SPO would ensure:
1) the use of an RFP process, including the development of relevant
evaluation criteria, 2) the use of an evaluation process, including the

establishment of a committee to evaluate proposals submitted in response
to RFPs and the selection of ccmmittee members, and 3) the written
documentation of the rationale used to award contracts.

SPQ's participation in Lottery's procurement process would also provide a
third party tc hear appeals filed by losing vendors. Currently, the
Director of Lottery has decision authority over appeals. However, most
vendor appeals tc the Director over his decisions have received little or
no response. As previously mentioned, in one specific case a vendor's
protest over the use of a particular independent evaluator was found not
to have merit by the Director, although a DPS investigator later concluded
that the vendor had sufficient grounds for a protest.

CONCLUSIOCNS

The Lottery's contract selection process should be strengthened to ensure
integrity and fairness. Some contract selections were made without
adequate procecures to ensure a fair and open competitive selection.

RECCMMENDATIONS

1. The Legislature should consider:

a. PRepealing the Lottery's exempticn from the State precurement
statutes, and

b. Making the Department of Administration-State Purchasing Office
responsible for all Lottery procurement.
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2. If the Lottery retains its procurement responsibility, it should:
a. Follow State Purchasing Office policy excluding vendors
conducting feasibility studies from bidding on subsequent related

work, and

b. Follow State Purchasing Cffice Guidelines concerning the use of
subcontracts.
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FINDING TV

THE LOTTERY HAS NOT SUFFICIENTLY
CONTROLLED ITS MEW BUILDING COSTS

The Lottery has nct sufficiently controlled costs for its new building.
Based on scquare foot costs, the Lettery building will cost over $440,000
more than other State buildings under construction. In addition, the

Lottery had planned to replace 1its furniture, at an estimated cost of
$600,000.

Lottery Building Expensive Compared
With Other State Construction

The Lottery building 1is expensive compared with other current State
building construction. Several design features contribute to increased
costs. In addition, the Lottery incurred unnecessary communications
consultant expenses for the new building.

The Lottery is constructing a 38,650 scuare foot building or a three-acre
site near the intersection of the Hohokam Expressway and University Drive
in Phcenix. The construction began in mid-1986 and 1is estimated to be
completed in April 1987. The building will house the Lottery's
administration, warehouse and prize redemption functions in Phoenix, which
are currently separated and housed in leased commercial space. The total
cost for the Lottery building and furnishings is estimated at
approximately $5.2 million. The Lottery 1is paying for the building with
excess menies vretained from the percentage of wagers allowed for
administrative expenses. Building plans are not subject to review by the
Department of Administration's Facilities Planning and Construction Office
(DOA-FPC). In contrast to most State agencies, the Lottery is exempt from
appropriations and review processes for capital construction. However,
statutes did require the Lottery obtain Tecislative approval for any
capital construction.
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Lottery building cost high - When compared with current State building

construction, the Lottery building is expensive. We compared Lottery
building cost estimates with two State buildings currently under
construction by the Department of Public Safety (DPS) and the Department
of Revenue (DOR). Our analysis found that the Lottery building will cost
at least $16 per square foot more than either the DPS or the DOR
buildings.* If built for $16 per scuare foot less, the Lottery could have
saved more than $440,000. Table 7 (see Page 41) compares Lottery, DCPR and
DPS building costs.

Reasons for increased cost - Design factors may contribute to the Lottery

building's higher costs. The Lottery desired a more elaborately designed
building, feeling such a building would project a more positive image of
the Lottery to the public. More elaborate exterior and interior
appointments help contribute to increased costs. The bujlding will have a
brick facade applied to the exterior concrete block walls. Although this
feature adds aesthetically to the motif, it has 1little functicnal value.

B P R . .
* Finished shell cost" was used as the basis for comparing costs

between buildings because it excludes costs of special systems or
requirements unique to any of the buildings. These include security
systems, cafeteria equipment, emergency generators and other items.
In adcition, several other costs were net included because of
differences in the building sites, designs and special needs. These
include costs for Tland, architectural and engineering fees, other
administrative costs, site development, and parking and warehouse
facilities. Another building recently under construction, the Capitcl
Center, was also analyzed to determine finished shell cost. The
Capitol Center construction was a private venture, purchased by the
State upon completion. The Capitol Center's finished shell cost was
$58 per square fecot, or at least $9 per sauare fcot Tower than the
Lottery building. The Capitol Center's finished shell per square foot
cost may be even lower than $58. However, we were unable to verify
this because detailed cost information was not available. Some
special systems and features costs could not be deleted as was done
with the other buildings.
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TABLE 7

COMPARISON OF ESTIMATED BUILDING COSTS
FOR LCTTERY, DOR AND DPS BUILDINGS

Finished Shell Cost Building Square Feet(T) Cost/Square Foot

Lottery 31,854,826 27,650 $67.08(2)
DCR 9,645,187 191,992 50.23
DPS 3,142,217 61,730 50.90

(1) Warehouse space was excluded because of Tower costs as compared
to office building construction. The Lottery's project manager
estimated the Lottery's 11,000 square foot warehouse cost at $35
per square foot.

(2) Total building costs, including warehouse space, are §$58.37.
Office building costs, the focus of our analysis, are $67.08.

Source: Lottery, DOA, construction and architect documents, and
interviews with staff.

Other exterior items planned are brick planter walls and a cut stcne
walkway. Although aesthetically pleasing, these features are not
necessary. The building's interior will have higher grade carpet,
ceilings, doors and floor tile. In contrast, both the DPS and DCR
buildings will have standard interior finishes except for the public areas
and some offices. Two other states' lotteries contacted indicated that a
more elaborate public and media area within a building is beneficial for
public relations purposes. However, an elaborate building and furnishings
are not needed to operate successfully.

We did not find that special security needs, a factor cited by the Lottery
Director in testimony before the Joint Committee on Capital Review (JCCR),
accounted for the increased costs of the Lottery's finished shell.
Special security systems were factored out of our analysis. Moreover,
specifications do not indicate that the building structure is different
than other office building construction using masonry walls.

Some communications consultant expenses unnecessary - The Lottery has also

incurred some unnecessary communications expenses for its building. The
Lottery retained a communications consultant to analyze communications
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needs in the new building, write the request for preoposals for the phone
system, and oversee and assist in the bidding and review process in
selecting a phone system. The Lottery will pay approximately $13,750 for
these services. Communications consulting, however, 1is provided as a
service free of charge to State agencies by the Department of
Administration. In addition, the State Procurement Office will oversee
the acquisition of the system, minimizing the consultant's rele in this
area.

Lottery Planned
To Replace Furniture

The Lottery had planned furniture replacement to ccincide with the move tc
its new building. The State Purchasing office issued a request for
proposals in December 1986 for the major portion of the new furniture.
According to the construction project manager, furniture replacement was
estimated tc cost about $600,000, and included 110 workstations ancd other
items.

We found that the Lottery did not need to replace its furniture,
According to an analysis done for our Office by DQA staff, the Lottery's
furniture is in good condition, requiring 1ittle repair.

s None of the wood furniture showed more than minor wear.
e [Metal cesks, file cabinets and tables were sound.
e Panels were in exceptionally cood condition.

¢ The majority of the chairs were excellent guality, needing only some
reupholstering.

DCA staff also noted that Lottery's furniture is only five years old and
probably still under a 12-year warranty. CQOther State agencies contacted
stated that they usually replace furniture after 15 to 20 years.

During the course of the audit, the Lottery rescinded its decision to
replace its furniture. The Lottery will now continue to use its existing
furniture and supplement as necessary from existing State purchasing
contracts. The request fecr proposals issued by the State Purchasing
Office was cancelled.



CONCLUSIONS

The Lottery has not sufficiently controlled costs for its building. Based

on square foot costs, the Lottery's new building will cost at Tleast

$440,000 more than other State buildings that are under construction.

RECOMMENDATIONS

The Lottery should determine ways to minimize its building
construction costs, eliminating any unnecessary design features.

The Lottery should consider using State provided services whenever
possible rather than retaining consultants.

43



FINDING V

THE LOTTERY HAS EXCEEDED ITS AUTHORITY
TO INVESTIGATE LOTTERY VIOLATIONS

The Lottery has exceeded 1its authority to conduct investigations.
Although the Lottery's Security and Licensing Division has conducted
extensive investigations of Lottery related violations, it does not have
statutory authority te do so. In addition, Lottery investigators have
violated State statutes by carrying concealed firearms.

The Security and Licensing Divisicn has conducted extensive investigations
of Lottery violations. According to Lottery records, the Division
conducted more than 170 investigations during 1985.* These investigations
involved ticket fraud and tickets stolen from retaijlers. The Division
currently employs ten investigators to conduct such investigations and
other security and licensing functicns.**

Lottery Has Exceeded Authority

The Lottery does not have statutory authority to conduct investigations of
Lottery violations. Rather, the Department of Public Safety (DPS) is
responsible for such investigations.

Although investigations are being conducted, the Lottery does not have
statutory authority to do so. Arizona Revised Statues (A.R.S.) §5-510
authorizes the Lottery to create a Security and Licensing Division under
the supervision of an Assistant Director appointed by the Lottery
Director. The statute further designates the Security and Licensing
Division to be a law enforcement agency and the Director of the Division a
peace officer.  However, these designations are Tlimited by A.R.S.
§5-510.C, which states, in part:

* 1885 is the latest year for which data are available.

**  QOther responsibilities of the Security and Licensing Division
include: issuing Tlicenses, conducting criminal and financial
background checks, conducting compiiance visits of licensees, and
providing security cver Lottery facilities, tickets and drawings.
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Such law enforcement agency and peace officer status
shall be for the 1limited purpose of receiving
investigative information from law enforcement agencies

pertaining to investigations of lottery activities.

According to a Legislative Council memorandum dated November 2&, 1986,
this limitation means the Lottery does not have statutory authority to
conduct investigations of Lottery violations.* The Lottery attempted to
gain statutory authority to conduct investigations and peace officer
status for investigators through Tlegislation it proposed in 1982,
However, the legislation failed to pass.

According to Legislative Council, DPS, rather than the Lottery, is
empowered and required by statute to conduct Tottery investigations.
A.R.S. §5-511 states, in part:

The director of the department of public safety shall
order an investigation into any violation of a statute
of this state which pertains to the conduct of the
state lottery. [emphasis added!

According to a Security and Licensing Division official, when the Lottery
first began, DPS cenducted investigations of Lottery violations. However,
Lottery officials were unhappy with the quality and costs of the
investigations being conducted and unilaterally established their own
investigative staff within the Security and Licensing Division,**
According to the Director of DPS, he removed his investigators from
Lottery idinvestigations because Lottery officials told him they were no
longer needed.

Investigators Should Not
Carry Concealed Firearms

Lottery investigcators have violated State statutes by carrying concealed
firearms. The Security and Licensing Division's limited law enforcement
and limited peace officer status precludes carrying concealed firearms.

* See Appendix for full text of the opinion.

** As noted in Finding II (page 21), current law allows the Lottery
authority to establish its own budget and staffing levels as Tong as
its administrative budget does not exceed 25 percent of gross
revenues.
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Lottery investigators have been observed by Auditor General staff carrying
concealed firearms while conducting Lottery business. According to the
Division  Director, investigators carry concealed firearms  when
accompanying daily cash deposits, for security of Lottery facilities, and
in the event of potentially dangerous situations. However, according to
the Legislative Council, only officials designated as peace officers can
legally carry ccncealed firearms.

The Directer of the Security and Licensing Division contends that he cén
delegate his peace officer status to Division investigators. However, the
Division Director's peace officer status is limited by A.R.S. §5-510 to
receiving investigative dinformation from law enforcement agencies
conducting Lottery investigations. According to the Legislative Council,
this authority cannot be delegatecd.

CONCLUSION

The Lottery's Security and Licensing Division has exceeded its statutory
authority to conduct investigations. According to the Legislative
Couricil, the Division's law enforcement powers are limited to receiving
information from law enforcement agencies conducting investigations of
Lottery violations. As a result, the Division lacks the authority to
conduct Lottery investigations. Furthermore, because Division
investigators lack peace officer status, they have violated State statutes
by carrying concealed firearms while conducting Lottery business.

RECOMMENDATICNS

1. If the Lottery wants to corduct investigaticns, it should petition the
Legislature to amend the statutes to grent Lottery investigators peace
officer status.
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Until Lottery investigators are statutorily granted peace officer
status, the Lottery should:

a. Comply with A.R.S. §5-510  and discontinue concducting
investigations of lottery violations.

b. Direct Security and Licensing Division investigaters to stop
carrying concealed firearms.

c. Reduce  Security and Licensing Divisicn staffing Tlevels
appropriate to its remaining work load.

The Department of Public Safety should resume conducting

investigations of all Lottery vrelated violations until Lottery
investigaters are granted peace officer status.
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OTHER PERTIMENT INFORMATICH

During the course of our audit, and in response to legislative interest,
we examined the feasibility of combining State geming related regulation
in a single agency. The following section presents information we
gathered during this audit and during prior audits of the Department of
Racing and Department of Revenue-Bingo Section.

Organization Of Public Gaming Regulation

We are unable to clearly determine whether combining gaming regulation
into a single agency would result in a mere efficient or effective
regulatory program. All three agencies responsible for public gaming
regulation perform licensing and 1investigative functions; however,
according to officials of the three agencies, there 1is currently no
overlap in the types of Tlicensees. Also, the type of investications
conducted differ. Although public gaming regulation invelves some common
activities, only a few states have cocmbined the regulation of two or more
gaming functions. The Department of Public Safety (DPS) has proposed
consclidating gaming investicative staff in Arizona; however, ¢aming
officials have identified potential problems with this plan.

Regulation of Public Gaming in Arizona

Three separate agencies are responsible for the regulation of public
gaming in Arizona. They include the Department of Racing, the Department
of Revenue and the State Lottery. All three agencies perform licensing
and investigative activities as part of their regulatory duties. However,
the volume and nature of these activities differ. The acencies issue
licenses to different types of licensees, and vary to some cdegree in
licensing unit staffing and procedures. Investigative staff, on the other
hand, are comparable among these agencies, although the types of
investigative duties reflect the particular needs of each agency.
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Licensing - The Department of Racing issues the most licenses each year
and has the most extensive category of licensees compared to Bingo and
Lottery. According to Department of Racing records, in fiscal year
1985-86, 9,308 Tlicenses were issued in 26 Tlicensure categories.* These
categories include stables or kennels, owners, trainers, Jjockeys, agents,
grooms, exercise riders, veterinarians, mutuel clerks, concession workers,
maintenance workers and security officers. According to a Department
official, almost everyone connected with the operation of a horse or dog
track is licensed.

o The Department of Revenue-Bingc Section 1is responsible for issuing
bingo Ticenses. Presently, the two categories of licensure are large and
small game Tlicenses. As of October 1986 there were approximately 675
licensees, slightly more than one-half holding small game licenses. Large
game licenses are limited to qualified organizaticns such as churches or
nonprofit orgarizations, as defined by Arizcna PRevised Statutes (A.R.S.)
§5-401. Small game Tlicenses can be issued to any organization or
individual who has the approval of the local governing body and is deemed
of good moral character,

o The Lottery licenses retailers to sell lottery tickets, both instant
game and Pick tickets, issued by the Lottery. As of August 1986 there
were approximately 2,000 Ticensed Lottery retaiters. A.R.S. §5-512.A
states that before issuing a Ticense to sell lottery tickets, the Lottery
must take 1into consideration such factors as the applicant's financial
responsibility, nature of business, community background and reputation,
business accessibility, and expected sales volume.

According to officials of the three agencies, there is currently no
overlap in Ticensees. Although the possibility exists that an individual
could hold multiple gaming related Ticenses, officials were unable to
jdentify any common licensees,

* Racing issues licenses valid for three-year periods, and fiscal year
1985-86 was a renewal year.
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Table 8 summarizes the similarities and differences between the licensinc
activities of the three agencies.

TABLE 8

COMPARISCN OF LICENSING WORK LOAD,
STAFFING AND PROCEDURES

RACING BINGO LOTTERY
Mumber of Ticensees 9,308 675 2,000
Humber of licensing
categories 26 2 1
Types of Ticensees primarily qualified commercial
individuals individuals & retailers
organizations
Number of Ticensing
staff 6 5 (*)
Type of staff exam technicians, <clerks, marketing
investigators investigators representatives,
investigators
Nature of background fingerprint none currently HNCIC/ACIC/ACCH
checks checks through done neme checks
DPS & FBI through DPS
Unique aspects racing rulings credit
checks through checks

national data base

* . . . . . .
(%) Lottery involves numerous marketing and investigative staff in
the licensing process.

Source: Data compiled by Auditor General staff from Department of Racing,
DOR-Bingo Section and State Lottery records, fiscal year 1985-86.

Investigations

A1l three agencies also conduct investigations to enforce compliance with
statutory requirements. Investigative staff are similar in classification
and status; however, the volume and type of investigations differ and
reflect each agency's particular enforcement needs. A1l three
investigative staffs do receive support from DPS and the Attorney
General's Office.
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¢ The Department of Racing has a staff of six investigators (Investigator
IIT and Investigator II). A1l have prior law enforcement experience and
have Timited peace officer status. The staff is currently in the process
of being certified by the Arizona Law Enforcement Officers Advisory
Council (ALEQAC).*

In fiscal year 1986, the Racing Department opened 404 cases. Most
investigations involved false applications. Other investigations focused
on criminal background, criminal activity, possession of drugs and other
matters.

e The Bingo Section has seven investigators, most of whom are classified
as Investigator IIIs. A1l have Tlimited peace officer status and are
ALEOAC certified. Thus, they are similar to the Racing Department
investigative staff. Three of the Bingo Section investigators have ten or
more years of prior law enforcement experience.

Bingo investigators perform a variety of functions related to regulation
of the bingo industry. Investigators review new license applications and
conduct desk reviews of quarterly financial reports submitted by
licensees. Investigators also conduct compliance checks. Investigators
visit Ticensees while games are in progress and assess whether they are
being operated in compliance with regulatery requirements. Approximately
200 compliance checks were made in fiscal year 1985-86.

Investicators also conduct extensive investigations of criminal activity

in the bingo industry, usually in conjunction with DPS. The Bingo Section
opened 95 such investigations during fiscal year 1985-86.

* ALECAC 1is a bedy of Taw enforcement officials created to establish
minimum qualifications and training for Taw enforcement officers.
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o Lottery's investigators, like their counterparts in Racing and Bingo,
are in a similar classification series. Several investigators have
extensive prior law  enforcement  experience. However, Lottery
investigators have more Tlimited authority than Racing anc¢ Bingo
investigators in that they are statutorily restrictec tec Ticensing and
employment investigations. As a result, the Lottery's investigative staff
are not ALEOAC certified and do not have peace cfficer status.

Lottery investigators conduct criminal background checks supporting the
lTicensing function and compliance checks tc determine if retailers are
complying with applicable requirements in selling instant came and Pick
tickets. In addition, although not authorized by statute, the Lottery has
conducted investigations involving questionable tickets, or ticket fraud,
and stolen tickets.

Table 6 summarizes the similarities and differences between the

investigative staff of the three acencies.

TABLE S

COMPARISOM CF RACING, BINGO AND LOTTERY INVESTIGATIVE STAFF

RACIHNE BINGO LOTTERY
Number of investigators 6 7 10
Principal classification Investigator Investigator Investigator
of staff Ils and IIls II1s II1s
Peace officer status yes yes no
ALECAC certification in progress yes no

Source: Data compiled by Auditor General staff from Department of Racing,
DOR-Bingo Section and State Lottery records.
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Beyond these three agencies, DPS and the Attorney General's Office provide
support for the enforcement of public gaming in Arizona. DPS assists
Racing and Lottery in conducting criminal history background checks for
licensure. DPS has also assisted these agencies or independently
conducted criminal investigations of potential public gaming violaticns.
For example, through an agreement with DOR, DPS has two investigators
assigned to assist in binge investigations. One recent bingo case
assisted by DPS investigators resulted in 69 felony counts against ten
individuals. DPS Tlaboratory facilities are continuously used by the
Lottery to evaluate instant ticket security, and occasionally used by the
Department of Racing to conduct drug screening tests.

The Attorney Genreral's Office provides assistance to all three agencies in
their efforts to regulate public gaming. The Office's Crganized Crime and
Racketeering Division has prosecuted criminal cases involving public
gaming. In the last three years, the Division has been irvolved in the
prosecution of two Bingo cases involving fraudulent activities of bingo
operators, and one Lottery case involving the fraudulent redemption of a
Tottery ticket. The Attorney General's Office has also conducted
investigations and intelligence gathering activities 1in the areas of
public gaming.

Gaming Regulation in Other States

Although gaming agencies perform some similar activities, few other states
have combined the regulation of two or more gaming functions. However,

there is some reported benefit among those states consolidating regulatory
functions.

Only four of 33 states respondinc to the 1926 survey c¢f the Hational
Association of Gambling Regulatory Agencies (NAGRA) have ccnsclidated the
regulation of two or more gaming activities under a single acency. As
shown in Table 10, Connecticut, Massachusetts and Michigan requlate
lottery and bingo under the same agency. In addition, Connecticut's
Department of Revenue Services also regulates pari-mutuel wagering. New
York regulates both racing and bingo through its State Racing and Wagering
Board.



TABLE 10
CONSOLIDATION OF GAMING REGULATICN IM FOUR STATES

STATE GAMING ACTIVITIES RESPONSIBLE AGENCY
Connecticut lottery, bingo,(1) pari-mutuel Department of
wagering, off-track betting Revenue Services
Massachusetts lottery, bingo State Lottery Commission
Michigan lottery, bingo ' Bureau of State Lottery
New York pari-mutuel wagering, New York State Racing
bingo and Wacering Poard
(1) Bingo licensing and enforcement authority effective October 1987.

Source: Data compiled by Auditor General staff from NAGRA survey.

States that have combined gaming regulatory agencies may still maintain
separate regulatory units for eacnh gaming activity; thus, the actual
amount of functional consolidation and coordination may be limited. In
New York, for example, the Racing and Wagering Board maintains separate
racing and bingc 1licensing and regulatory units. Furthermore, the
Michigan and Massachusetts Tlotteries maintain separate Tlicensing and
regulatery units. Lottery officials in Michican feel it is easier to
regulate and license the two activities with separate staff, each with
personnel who are familiar with the particular gaming function. As a
result, only certain administrative functions such as personnel, payrecll
and purchasing are consolidated and shared betweer Michican's lottery and
bingo functions.

Connecticut, by contrast, has been able to achieve some functional
consolidation with reported benefits. According to a Division cof Special
Revenue cofficial, gaming enforcement activities have been combined under a
single security section. This has eliminated overlap of some activities
associated with separate licensing and recgulatory urnits. Fer example,
according to the Connecticut official, security staff can conduct
enforcement and licensing duties for all forms cf caming regulated by the
division. As a result, staff members' time can be utilized in whatever
gaming area has the greatest need.
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Feasibility of Consolidation Needs Further Study

Because c¢aming agencies in Arizona perform some common functions such as
criminal background checks and have somewhat comparable investigative
staff, consolidation of some activities may be feasible. However,
objections to such consolidation by some ogaming officials need further
study and consideration.

DPS has proposed consolidating gaming enforcement activities within DPS.
Current efforts involve transferring the bingo 1licensing authority from
DCR to DPS. Studies conducted by both agencies conclude that DPS s
better suited to license and regulate bingo operators. In the future, the
Director of DPS envisions the possible establishment of separate bingo,
lottery and racing sections with permanently assigned positions under a
single enforcement unit within DPS. According to the DPS Director, this
organizational arrangement would have several benefits. First, DPS bhas
the manpower and equipment necessary to conduct statewide gaming
enforcement., For example, DPS has investigative staff assigned throughout
the State. The current regulatory agencies have staff only in Phoenix and
Tucson. Second, DPS can enhance career paths for investigators.
Investigators would be part of a larger law entorcement acency that could
offer more career opportunities. Finally, DPS has access to several
background investigative sources not available to the current regulatory
agencies.

Officials of two gaming agencies, however, point out potential problems
with consclidating gaming enforcement within DPS. For example, DPS
investigators may tend to focus on criminal investigation and prosecution
rather than administrative actions. According to an Attorney General
official, taking administrative action such as suspending or revoking a
license can be a more effective enforcement action than a criminal
sanction, white less ditticult and costly te achijeve.

In addition, DPS investigators assigned to the agency would have two
bosses, according to one critic. This raises the concern cn the part of
the agency directors that the investigaters would be more responsive to
DPS than to the Director of their assigned agency.
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AREAS FOR FURTHER AUDIT WORK

During the course of the audit, we identified several potential issues
that we were unable tc pursue because they were beyond the scope of our
audit or we lacked sufficient time.

. Should retailer commissions be restructured?

Retailers selling lottery tickets receive a 6 percent commission on their
ticket sales. Most other states provide retailers with a 5 percent
commission, and only a few states give higher coemmissions. Reducing
retailer commissions by 1 percent of revenue would have provided an
additional $1.2 million to the Lottery during fiscal year 1985-86. These
monies could be transferred to the designated revenue funds. Further
audit work is needed to determine whether retailer commission amounts
should be restructured.

o Should the Lottery be allowed to conduct additicnal games?

Currently, the Lottery is allowed by statute to conduct an instant ticket
game and an con-line Lotto game. Several other states have acdded
additional games to their product mix as their lotteries have matured. In
fact, the Arizona Lottery was not able to reverse declining sales until it
becan the on-line game. To increase player interest, other states have
introduced a variety of on-line games. Further audit work is needed to
determine whether the Lottery should be authorized by law to conduct
additional games.

¢ Should the Lottery use government securities to better insure arand

prize payments over time?

Many state lotteries, including Arizona's, finance grand prizes through
annuities purchased from private insurance companies. Using annuities
gives the appearance of a larger prize. The Arizona Lottery has ccmpanies
bid so the most beneficial annuity can be obtained. Some states (New
York, Rhode Island and Maryland), however, are turning to covernment
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securities rather than private company annuities because rates are similar
and provide more security. Some insurance companies have either cone
bankrupt or have shown significant financial 1losses. Cne firm with
significant financial losses held annuities for several state Totteries
(not Arizona). Although the question has not been addressed legally, it
may be possible that the Lottery could be held liable for any remaining
monies on annuities held by companies that went out of business. Further
audit work is needed to determine whether the Lottery should annuitize
grand prizes using government securities.

¢ Should the Arizona Lottery award instant game ticket contracts more
frequently and use different vendors?

The Lottery has used the same instant game ticket vendor for 30 of the 32
instant games played since the Lottery's inception. In addition, the
Lottery has not awarded an instant game contract since 1884. Some other
states' Totteries let contracts for one-year periods only. Other states
have let ceontracts to more than one vendor over the same time period.
Officials from some of these states have indicated that shorter
contracting pericds and awarding concurrent contracts to mecre than one
vendor help promote competition and lower ticket costs. According to some
other states' cofficials, there are now several instant game ticket vendors
that can provide secure, quality tickets. This was not true a few years
ago. Further audit work 1is needed to determine whether the Arizona
Lottery should use shorter contract pericds and different vendors to Tower
instant game ticket costs.

o Is the amount of revenue allowed for advertising excessive?

The Lottery is allowed 4 percent of totel wagers for advertising
expenditures. Previously, the Legislature reduced and then increased the
advertising allowance as the popularity of the games fluctuated. With the
advent of the on-line game, which dramatically increased Lottery revenues,
the Lottery's potential advertising budget has grown proportionately.
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However, the Lottery still runs the same number of instant games in a
year. Further, the on-line game is less advertising intensive than the
instant games. Further audit work is needed to determine whether the
Lottery's advertising allowance could be reduced.



301 E. Virginia
Suite 1200

Phoenix, Arizona 85004

602) 255-1470
% \& (602)

Bill Henry

ARIZONA LOTTERY

;e

e 77 7T February 4, 1987

Douglas R, Norton, Auditor General HAND DELIVERED
Office of the Auditor General

2700 North Central Avenue, Suite 700
Phoenix, AZ 85004

Re: Response Of The Arizona State Lottery Commission
To The Auditor General's Performance Audit

Dear Mr. Norton:

The Response of the Arizona State Lottery Commission as
drafted by Charles E. Buri, Executive Director March 14, 1983 to
January 5, 1987, are enclosed for 1inclusion in the published
report of the Performance Audit you conducted on this agency.

As you know, 1 was appointed to the position of
Executive Director of the Arizona Lottery on January 8, 1987 and
assume full responsibility for what we do or fail to do as an
agency. However, as vyour audit was conducted prior to my
appointment, I Dbelieve it 1is important and fair that the
Commission's response, as drafted by Mr. Buri, be forwarded to
you intact and unedited by me.

I have noted with interest the full text of your

Performance Audit and as I become more firmly familiar with the

facts and issues pertinent to the successful management of this
agency over the next several months, I will be reviewing your
recommendations again for appropriate action where merited.

Your Finding (V) concerning the investigative authority
of the Lottery is of such compelling importance to me, as
Executive Director, that some immediate action was deemed
necessary. My opinion is that the Lottery has not exceeded its
statutory authority. However, 1 agree with your recommendation
that the Legislature amend the statutes to more specifically and
clearly define our investigative responsibilities. Accordingly,
I have asked the Senate Finance Committee to introduce such
clarifying language.

Respectful Iy, submitted,
S,

g
Bill Henry
Executive Director

BH :nh

Enclosures

cc: Members of the Commission
Charles E. Buri

Executive Director



RESPONSE OF THE ARIZONA STATE LOTTERY COMMISSION
TO THE AUDITOR GENERAL'S PERFORMANCE AUDIT

Drafted by
Charles E. Buri, Executive Director
March 14, 1983 - January 5, 1987

INTRODUCTION
The following memorandum represents the response of the
Arizona State Lottery Commission to the Auditor General's

Performance Audit,

PURPOSE
The Arizona Lottery, as established by voter initiative
in the general election of November, 1980, has a singular purpose
and that 1is "to produce the maximum amount of net revenue

consonant with the dignity of the state."”

EFFECTIVENESS AND EFFICIENCY

Given this purpose, the effectiveness and efficiency of
the Arizona Lottery are best measured by net revenues, and,
judged accordingly, the Arizona Lottery has proven exceedingly
successful.

In its first five Years (July 1, 1981 through June 30,
1986), the Lottery accrued $442,350,196 in gross revenues. From
that total, it realized $156,284,407 in net revenues, That
amounts to a return on sales of better than thirty-five percent
(35%) .

Impressive in their.own right, these figures take on
special significance when contrasted with the performance of
others, For example, 1if ranked among Business Week's Top 1,000
Companies for calendar year 1985, the Arizona Lottery would be
980 in terms of gross revenues. In terms of net revenues,
however, it would climb dramatically ... to 656. 1In other words,
the Arizona Lottery has been able to realize a substantially
greater return on sales than most businesses.

This result is underscored by the fact that, if measured
against the Fortune 500 Companies for calendar year 1985, the

Arizona Tottery would rank first in terms of return on sales at



thirty-five percent (35%). If measured by sales per employee for
calendar year 1985, the Arizona Lottery would also prove
exceptional with sales of nearly $887,000 per employee; making it
eighth best among the Fortune 500 Companies. Similarly, if
considered from the vantage of change in sales, between calendar
years 1984 and 1985, the Arizona Lottery would be eight among the
Fortune 500 Companies with an increase of over seventy percent
(70%) . And, during the same period of time, net revenues
increased by an even greater margin -- namely, eighty-three
percent (83%). To say the least, the Arizona Lottery has proven

exceedingly efficient and economical in its operations.

PUBLIC INTERESTS SERVED

The primary beneficiaries of net revenues produced by
the Arizona Lottery are Arizona's incorporated cities and towns,
which receive these monies through the Local Transportation
Assistance Fund. As of June 30, 1986, the Local Transportation
Assistance Fund had received $88,500,000 in Lottery revenues; the
distribution and use of which was overseen by the Department of
Transportation.

In addition, prior to the creation of the Local
Transportation Assistance Fund, $22,600,000 in Lottery revenues
were transferred to the State's General Fund, and, by Session
Law, another S$11,300,000 was transferred to the General Fund in
Fiscal Year 1982-1983., A more recent change in the Lottery Act
resulted in an additional $14,000,000 of lLottery revenues going
to the General Fund in Fiscal Year 1985-1986. All totaled, the
State's General Fund has received $47,900,000 1in Lottery
revenues.

When combined, Lottery monies flowing to the Local
Transportation Assistance Fund and the General Fund amount to
$145,400,000 or about $12,700,000 above and beyond that required
by law ... for the Lottery was only required to apportion thirty
percent (30%) of gross revenues for transfer to the Local
Transportation Assistance Fund and the General Fund. Yet, by
focusing on "the bottom line," it has been able to do much, much
better.

Moreover, this Fiscal Year should be the Lottery's best



ever, When all is said and done, the Lottery will gross

approximately $130,000,000 and from those revenues, remit

$23,000,000 (the maximum permitted by 1law) to the Local
Transportation Assistance Fund, $7,650,000 to the County
Assistance Fund (again, the maximum permitted by law), and about
$15,000,000 to the General Fund. Obviously, the Lottery serves

the public's interests well.

PUBLIC'S PERCEPTION

But, how do Arizonan's feel about their Lottery? The

answer is very favorably.

Last year, as a part of the Lottery's ongoing market
research efforts, Arizona State University's Opinion Research
Laboratory completed a survey of Arizona residents, concerning
their attitudes toward and opinions about the Lottery. 1In the
course of that survey the following questions were asked with the
noted results.

"Overall, do you think the Lottery is a good
thing, a bad thing, or are you not sure?"
Good Thing + « « « « o o « o« . 78%
Bad Thing . . . + « « « « « « 11%
Not Sure B I A
"If an election were to be held today, do you
think you would vote to <continue the
Lottery?"
Yes @ v v v v s o o e e s o o 80%
No T YA
Not Sure . « ¢ & ¢ ¢ o ¢ & o . 5%
"In general, how beneficial is the Lottery to
the State?"
Very Beneficial . . . . . . . 27%
Somewhat Beneficial . . . . . 57%
Not At All Beneficial . . . . 7%
Don't Know . . « « « « ¢« « « & 9%
Clearly, Arizonan's regard their Lottery with extreme

favor.

SUNSET FINDINGS

Even the Auditor Gemeral ... in evaluating the Lottery
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against the twelve "sunset" factors prescribed by A.R.S. §41-235%
... recognizes that the lLottery is a successful organization.

He writes that (1) "The Lottery Commission's purpose 1is
to produce the maximum amount of net revenue consonant with the
dignity of the state" and that (2) "The Lottery has produced a
significant amount of net revenue since it began operations in
1981." Accordingly, the Auditor General finds that (3) "The
Lottery has operated within the public interest ...."

In terms of operations, the Auditor General states (4)
"The Lottery has promulgated rules and regulations that are
consistent with its 1legislative mandate" and that (5) '"The
Commission has adequately encouraged input from the public before
promulgating its rules and regulations."” He also remarks that
(6) "Since the Lottery is mnot a regulatory agency, its enabling
legislation did not include a formal complaint process," but that
(7) "A.R.S. §5-512.01 provides both the Attorney General and
County Attorneys with concurrent prosecution authority for any
offense arising out of or in connection with the formation,
management, operation or conduct of the State Lottery."

Regarding legislation, the Auditor General notes that
(8) "Since its inception in 1981, the Lottery has been active in
submitting 1legislation to increase 1its effectiveness," but
recommends that (9) "[T]lhe Legislature consider reducing the
percentage of [revenue] allowed for TLottery administrative
expenses ... and repealing the Lottery's exemption from the State
procurement statutes,"

As for termination, the Auditor General opines that (10)
"Terminating the Tottery would eliminate a significant amount of
revenue made available to the State." And, in response to the
final two criteria, the Auditor General simply reports that (11)
"The Arizona lLottery 1is not a regulatory agency" and that (12)
"The Arizona Lottery makes extensive use of private contractors
in the performance of its duties" and that "no other areas for
the Lottery's use of private contractors" were identified.

Clearly, the Lottery passes muster under the "sunset"

criteria.



AUDITOR GENERAL'S RECOMMENDATIONS

Yet, having said all this, the Auditor General then goes
on to make five recommendations, to wit: (1) The percentage of
Lottery revenues set aside for administrative expenditures should
be reduced, permitting more revenues to be earmarked for prizes,
designated revenue funds and the General Fund; (2) The Lottery
should be subjected to the executive budget and legislative
appropriation process to provide increased oversight; (3) The
Department of Administration's Purchasing Office should be made
responsible for TLottery procurements; (4) The Lottery should
determine ways to minimize its building construction costs; and
(5) The Lottery should seek peace officer status for its
investigators.

In support of these recommendations, the Auditor General
attempts to fault the Lottery on a number of grounds.
Nevertheless, this tact was not wholly unexpected, as his staff
were quite open in defining their charge as "finding something
wrong" (See, Appendix One). What is surprising, however, is the
minutiae and 1inexpert analyses (See, Appendix Two) that the
Auditor General uses in pursuing this goal.

Understandably, the Auditor General does not mention his
editorial bias or the intellectual shortcuts used in preparing
his Report ... but the Lottery must. 1In addition, the Lottery is
compelled to respond to each of the Auditor General's five
recommendations -- not because it disagrees with all of the
recommendations (it does not) -- but, rather, to provide the

balance and symmetry needed to form a fair and objective opinion.

ADMINISTRATIVE FUNDS

The Auditor General first asserts that the Lottery has
25% of total revenues available for general administrative
expenses and that this is more than needed. Unfortunately, the
Auditor General's figures are in error.

The expenditure of Lottery revenues 1is governed in large
measure by statute and regulation. Specifically, statute directs
that 45% of the revenues accruing from the sale of lottery
tickets be returned to players in the form of prizes, that no

less than 30% go to the State of Arizona, and that no more than
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4% be used for advertising and promotion. In addition,
regulation specifies that retailers receive a commission of 6%.
Totaled, 85% of all Lottery revenue has been specifically
allocated by statute and regulation.

This leaves 15% of revenue over which the Lottery has
some discretion; the qualification being that market prices, for
such things as tickets and on-line game processing systems,
dictate to a degree how this money is spent. 1In fact, this past
year, the cost of those two items (i.e., instant tickets and the
on-line game processing system) amounted to almost 6% of revenue,
which 1left only 9% of revenue with which to administer the
Lottery -- not 25% as the Auditor General asserts.

It also bears mentioning that the Lottery did not spend
the full 9% on administrative expenses. Charged with the
responsibility to produce the maximum amount of net revenue, the
Lottery was able to hold these expenses to only 4% of revenue.
This allowed it to realize an additional 5% in net revenue ...
bringing the total to 35%.

So, although his figures are wrong, the Auditor General
is correct in saying that the Lottery, through efficient
management, has realized savings in its administrative expenses
and that these savings might be used for other purposes.

It is the Auditor General's recommendation that these
savings be split between the State and lottery players. However,
if this money 1is to be reallocated, the Lottery recommends that
it be allocated entirely for the payment of prizes; bringing the
players' share of Lottery revenues up to 50%. Why ... because it
would allow the Lottery to produce even greater net revenues for
the State.

Additional prize money would allow for more prizes
which, in turn, would better the odds of winning. Better odds of
winning translate into more winners and the more people win, the
more people play. In other words, with more prize money, the
Lottery could enhance its games, which would result in more
tickets being sold. And, since the State receives not less than
30% of every dollar spent on Lottery tickets, this means more

money for the State.



BUDGETARY CONTROL AND OVERSIGHT

The Auditor General's second recommendation 1is that
Legislative control and oversight be increased by subjecting the
Lottery to the appropriation process.

Again, however, it must be noted that statute,
regulation and market forces dictate how 91% of all Lottery
revenues are expanded. This fact, coupled with the suggestion
that the Lottery Act be amended to allocate an additional 5% of
revenue for the payment of prizes, leaves only 4% that would be
subject to the appropriation process.,

Given this small percentage and the frugality exercised
by the Lottery in its operations, there is little reason to go
through the appropriation process. It would be absolutely futile
to allocate this money on a lump sum basis, for statute,
regulation and market forces already do exactly that. On the
other hand, to appropriate this money on a line item basis would
be unduly restrictive and impair the Lottery's ability to react
to changes in the marketplace in a timely, business-like manner.

Furthermore, the Legislature is fully apprised of the
Lottery's expenditures through its monthly financial reports and
annual report. Indeed, these reports provide greater and more
timely accountability than the budget process, for they permit

ongoing oversight and control.

LOTTERY PROCUREMENTS

The Auditor General's third recommendation is that
Lottery procurements be handled by the Department of
Administration's Purchasing Office. In his estimation this
would, "help ensure impartiality and fairness in the contract
selection process."

In support of this recommendation, the Auditor General
points to the potential influence of organized crime and the
aggressiveness of some vendors providing gaming services. Yet,
with a Security and Licensing Division, the Lottery 1is better
able than the Department of Administration to guard against the
influence of organized crime. Likewise, the Lottery is just as
able as the Department of Administration to deal with the

aggressiveness of vendors.



Perhaps knowing this, the Auditor General suggests that
some contracts may have been awarded without appropriate
safeguards to ensure competition "because poor procedures were
followed." In support of this assertion, the Auditor General
points to a series of electronic data processing consulting
contracts, which were awarded to one company, and complains that
the company was allowed to propose on this work even though it
did the feasibility study. At that time, however, there was no
policy to the contrary. Only recently, with the adoption of the
Uniform Procurement Code, did the Department of Administration's
Purchasing Office adopt such a rule, and, today, the Lottery has
the very same rule,

Furthermore, each of these procurements was conducted in
strict accordance with the statutes relating to "Contracts For
OQutside Professional Services" then in effect (A.R.S. §41-1051 et
seq.) ... and the Auditor General recognizes this. Nonetheless,
he compares what was done under these statutes to what 1is
currently required under the Uniform Procurement Act (A.R.S. §41-
2501 et seq.) and then chastises the Lottery because, 1in one
instance, it did not prepare a formal technical evaluation which
comports with the standards of the Uniform Procurement Act. What
he neglects to state 1s that these standards had not even been
developed at the time, As such, his criticism is inherently
unfair, Currently, however, formal technical evaluations are
prepared and documented.

Pertaining to the instant ticket procurements referenced
by the Auditor General, the highly competitive nature of the
Lottery industry results in controversy no matter who is doing

the procuring Contracts for instant tickets 1involve large

o

amounts of money and there are only a very few such contracts let
every vear., Accordingly, the competition for these contracts is
exceptionally heated.

Yet, given this environment, the TLottery has fared
extremely well, Qut of five procurements, only one was
protested. To intimate that the Department of Administration may
do better is sheer speculation. Furthermore, it bears noting

that the incidences the Auditor General cites are five years old



-- occurring in 1981 and 1982, Apparently, these "aggressive
gaming companies" are not much of a problem today.

It must also be mnoted that the Auditor General
mischaracterizes the Lottery's use of an independent outside
evaluator in its 1984 procurement of instant game tickets. The
investigator for the Department of Public Safety did not conclude
that the evaluator had a prior business relationship with a
competing company. And, although this investigator personally
felt that the use of the evaluator was questionable, his official
conclusion was, "In this investigation, the charges of 'conflict
of interest' do not exist." Again, the Auditor General
conveniently neglects to paint the whole picture.

With respect to contracts entered into by the Lottery's
advertising agency, the Auditor General feels that this practice
reduces open competition. However, he does not say that the
Lottery did anything wrong. Indeed, he cannot, for these
subcontracts were authorized by a contract approved by the
Attorney General's O0Office. And why did the contract contain
provisions permitting subcontracts of the sort ... because that
is the industry standard.

The Auditor General would have the Lottery ignore this
convention so that it might save the commissions paid to its
advertising agency for time spent in directing and supervising
these subcontractors. What he fails to recognize, however, 1is
that an advertising agency receives 1ts compensation through
commissions in matters of this sort. Had the Lottery bid these
contracts 1itself and denied the agency a commission, it would
have had to pay the agency for its services on an hourly basis --
unless the Auditor Gemneral 1is suggesting that the Lottery's
agency should work for free. Of course, that is ludicrous.

Finally, as a make-weight argument, the Auditor General
notes that six lottery states utilize a central procurement
office for contract selection and award. But, when one considers
that there are now twenty-three. jurisdictions in the United
States that have lotteries, this approach is in the minority ...
and with good reason. Just as lotteries can best protect their

own integrity and security, they possess the greatest expertise



to evaluate lottery equipment, tickets and related materials.
Notwithstanding, the 1lottery has made use of the
Department of Administrations's Purchasing Office and it will
continue to do so in appropriate circumstances. The Lottery
must, however, retain the authority to protect its own integrity
and security and to exercise its expertise in procurement matters
so that it can be assured it 1is getting the most for its money.
After all, it 1is the Lottery -- mnot the Department of
Administration -- that is responsible to maximize net profits and

no one takes that responsibility more seriously than the Lottery.

BUILDING COSTS

The Auditor General next opines that the Lottery has not
sufficiently controlled costs for its new building. However,
others ... in particular, the Legislature ... do not agree.

The Lottery received approval from the Joint Legislative
Budget Committee to construct its building and, following receipt
of that approval, again appeared before the J.L.B.C. and the
Joint Committee on Capital Improvements to provide progress
updates. Neither committee ever expressed any concern about the
cost of the building. And with good reason.

Professional analysis of the building's shell cost
produces a figure of $58.66 per square foot -- not $67.08 (See,
Appendix Three). Likewise, the Auditor General wrongly estimates
the cost of the Department of Public Safety's building. To quote
the Project Manager on that project, Reese-Carr:

"[The Auditor General's] report indicates that

the DPS Building received bhids at a cost/sf of

$50.90. As the design phase Project Manager

on that project, it is important to note that

the 1low base bid plus alternatives was

approximately $3,769,000 or S61.06/sf.

Deducting costs of site improvements and

special systems, the "building shell" cost

were more accurately in the range of

§55.00/sf.

Thus, the Lottery's building cost per square foot is only $3.66
higher than that of the Department of Public Safety. this
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variance 1is certainly not exorbitant ... especially given the
difference in purposes.

As for the Auditor General's comparison of the Lottery's
building cost to that of the Department of Revenue, it is simply
unreasonable. The Department of Revenue's building 1is
approximately seven times larger than the Lottery's building and,
or course, many more economies of scale could be realized. For
instance, a $3.00 per square foot single-ply roof on a 27,850
square foot, two-story building will average $1.50 per sqguare
foot of building area, whereas the same roof on a 192,000 sguare
foot, six-story building will average only $0.50 per square foot
of building area. In other words, the Auditor General 1is
comparing apples-to-oranges and to suggest on this basis that the
Lottery's building costs are excessive or uncontrolled is

irresponsible.

INVESTIGATORY AUTHORITY

Lastly, predicated wupon an opinion of Legislative
Council, the Auditor General charges that the Lottery has
exceeded 1its authority, by investigating violations of the
Arizona Lottery Act. However, lawyers do disagree and in this
instance it appears as if Legislative Council differs with the
Attorney General.

A.R.S. §5-508, which 1is overlooked by Legislative
Council, explicitly requires that the executive Director of the
Lottery conduct investigations to guard against organized
gambling, crime, and to ensure that the TLottery Act is
administered to serve its intended purpose. To this end, the
Security and Licensing Division has been directed to conduct
necessary inquiries and, when a problem is detected, to refer the
matter to the local law enforcement agency having jurisdiction.
This mode of operation is legally permissible and absolutely
necessary to protect the security and integrity of the Lottery.

Notwithstanding, the Lottery concedes that the statute
cited by Legislative Council and relied upon by the Auditor
General is subject to conflicting interpretations and,
accordingly, joins with the Auditor General in recommending that

it be amended to clearly confer upon the Lottery's Security and
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Licensing Division the authority to conduct investigations.

Such authority is necessary to ensure the integrity and
security of the Lottery and no other agency possesses greater
competence to do so. This is universally recognized and accepted
in law enforcement circles. The Federal Bureau of Investigation,
the Attorney General's office, the Department of Public Safety
and wvirtually every other law enforcement agency in the State

have worked with and supported the Lottery in these efforts.

CONCLUSION

Regrettably, it has been necessary to go beyond the
Auditor General's Report and examine many details in order to set
the record straight. However, the Auditor General's Report could
not be left unchallenged.

By focusing upon minutiae, distorting fact and
presenting incomplete analyses, the Auditor General paints a
biased picture and then calls for changes ... some of which are
neither necessary nor helpful,

The Lottery has been extraordinarily effective and
efficient 1in serving the public 1interest prescribed by the
electorate ... producing revenue for the State of Arizona ... and
it should be recognized as such. Sure, it has encountered some
problems along the way, but, then again, who hasn't!

The Auditor General's recommendations for change must be
considered in light of the Lottery's overall record and, when
weighed against the many accomplishments the Lottery has
achieved, the problems highlighted by the Auditor General
certainly do not warrant all the changes he suggests.

Simply put, "If it isn't broken ... don't fix it!" Yes,
the Lottery's games can be improved, by returning more money to
players in the form of prizes, and any ambiguity concerning the
authority of TLottery investigators to conduct investigations must

be resolved. But, beyond that, no other changes are required.

-192-



EXHIBIT ONE

PAGE ONE
MEMORANDUM
DATE: June 23, 1986
TO: Charles E. Buri, Executive Director
FROM: Hugh Ennis, Assistant Director for Security/Licensing
RE: SUNSET REVIEW
During a recent inspection ¢trip of Scientific Games
facilities in Atlanta, Georgia, I was accompanied by = *
* of the Auditor General's office. Also present on this

trip was Ms. Nena Dawson, the internal auditor for the Arizona
Lottery.

On one occasion during this trip there was discussion by

* about his recent audits of Revenue and the Department

of Racing. He informed Ms. Dawson and me that he had the number

one finding in one of these audits and that that was "better than

being the boss". He displayed obvious pride in discovering

problems 1in the agency. He gave an account of how he was

randomly going over some printouts and discovered an obvious
shortcoming.

On another occasion we were discussing audit philosophy
and he gave the impression that he saw it has his responsibility
to "find things wrong". He was asked by Ms. Dawson if he should
just determine how things operated and report them, good or
bad. His response was that he felt his charge from the
legislature was to "find something wrong".

These discussions took place between May 19 and May 21,
1986,

* Staff name has been deleted.



BARIDLL UNB
PAGE TWO
Charles E. Buri

m Executive Director
Em 301 East Virginia
Suite 1200
Phoenix, Arizona 85004
(602) 255-1470

M EMORANDUM

DATE: June 23, 1986
RE: Sunset Review
TO: Charles E. Buri
FROM : Nena Dawson

Most of the leisure time conversations that took place

in Atlanta, Georgia between * Hugh Ennis and myself
related to findings 1in other performance audits * has
performed. - * . displays an attitude of pleasure and self

satisfaction by bragging about his ability to make people being
audited uncomfortable and to find problems within an agency. He
likes to describe his methods as being cunning.

One 1instance in particular, * said he couldn't
make a director understand that he had to find something
derogatory. It was the legislatures intent that he find what is
wrong in an agency. I commented that perhaps he was to report
his findings regardless of the outcome; if an agency has a good
system, then he should write a good report, and if an agency has
certain inefficiencies he should write a negative report. *
said "No, you don't understand. The assumption or expectation is
that everything is right, its our job to prove it is not". He
said all agencies had inefficiencies, he was suppose to find
them. They all thought they were unique but they are not. dis
attitude is that any negative findings were performed
intentionally by employees.

On another occasion * was discussing the Racing
Commission Performance Audit in rather general terms. He was
unhappy because the audit team was meeting with a superior that
day on the final audit report and he was going to miss it. That
evening he was elated, he had called the office and found out he
had '"finding number one". His comment was "That's better than

being boss."
N )
/ lw Naeo e

Nena Dawson

ND:da

* Staff name has been deleted.



EXHIBIT TWO
PAGE ONE

Amm ImTERY CharlesE. Buri

August 29, 1986

Willtitam Thomson, Director
Performance Audit Division

Office of the Auditor General

2700 North Central Avenue, Suite 700
Fhoenix, Arizona 83004

Re: Lottery Performance Audit

Dear Mr. Thomson:

Executive Director

Earlier this week, I attended the "exit conference
that was conducted by representatives of vyour cffice. g I
understood the purpose of this conference, 1t was to pressnt
your auditors’ preliminary findings relative to theilr
performance audit; correct factual i1naccuraciss and commant
orn the directicn or "tone" of the findings.

Various factual inaccuracies were, indeed, noted.
Some were corrected on the spot and others will, hopefully,
be corrected through additioral study on the part of the
auditors. However, as regards the direction or "tone' of the
findings, a fundamental point of contention was lefs
unresolved.

The findings are, far the most part, cpinions.
Ard, as I am sure vyou can well appreciate, 1t is difficult st
best to judge the merit of an opinion without knowing tn=
gualifications of the individual to render that opinion.

With this in mird, ! asked *that we be inTormed of

i the auditors.

the education, training and experience
w leas=z informa

ever, 1 was told your cffice will rnot r
of this cort.

tiom
FI

To say the least, | think this is ver, uanfair. How
are we -— or, for that matter, the Legislaturs -- to come o
an info-med decision Moy ourT aud: tors’ LS 1m0ONS withcurn

/

11

brgwing anything about the aucitor



EXHIBIT TWO
PAGE TWO

If your auditors have particular expertise in the
subject matter, certainly that would lend credibility to
their opinions. 0On the other hand, 1f they lack educa*ion,
training or experience in the subject matter, their opinions
are entitled to little deference.

For this reason, I am, again, requesting that we be
provided wilth vitae on the auditors invaolved in this
performance audlt.

Charles E. Buri
Executive Director

CEB:cb

Wiliiam Thomson Page -2- August 27, 1986
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PAGE THREE
RECEIVEU
STATE OF ARIZONA .
DOUGLAS R. NORTON, CPA OFFICE OF THE SEP 11 198{1
AUDITOR GENERAL DIRECTOR

ARIZONA LOTTERY

September 1C, 1986

Charles E. Buri, Director
Arizona Lottery

301 E. Virginia - Suite 1200
Phoenix, Arizona 85004

Dear Mr. Buri:

We are apparently suffering from some miscommunication regarding the release
of background information on our staff. We are not simply refusing to release
the information, we do not maintain such information for exterral release. As
an organization, the only resumes we have for our staff are those submitted
when applying for employment. Not only are these resumes outdated, we beljeve
it inappropriate for us to release information submitted to us for emplovment
purposes. The resumes often contain personal information employees may not
want released to outside parties.

Even if the information was available, we question the usefulness of providing
it. Ultimately, the report will stand or fall on the facts cortained in the
audit. If the facts support the conclusions, & review of the education,
training and experience of the auditors will do little to add to cr strengthen
the conclusions. If the facts do not support the conclusions, then no amount
of staff education, training or experience will overcome that flaw.

Sincerely,

\'\) M‘l-(/\ VA cA—

William Thomson, Director
Performance Audit Division

WT/3r

2700 NORTH CENTRAL AVE. @ SUITE 700 @ PHOENIX, ARIZONA 85004 @ (602) 255-4385



BXHIBLT THRER

ARIZONA LOTTERY BUILDING
10/17/86

CONSTRUCTION COSTS OF PROJECT

TOTAL COST (Base Bid & Alternates) $2,845,958 ($73.63/sf)
Less Site Improvements/Permits
-Site Paving/Utilities (On/Off) ($166,800)
-Landscaping/Irrigation (3 ac) {( 93,900)
-Car Shelters { 19,300)
-Development Fees ( 25,000)
-Sales Tax (4.22%) ( 12,900)

Total Building Costs (Shell & Interiors). . .$2,528,058 ($65.41/sf)

Less Special Systems/Egpt

-Security System ($ 50,000)
-UPS & Emerg Generator ( 125,000)
~Access Flooring (Computer Rm) ( 11,000)
-Computer Cabling System ( 75,000)

Adjusted Total Bldg Costs (Shell & Int). . . $2,267,058 ($58.66/sf)

NOTE: Typically, the costs of a Building Shell in the speculative
commercial office building market range from a low of $38/sf to a
average high of $55/sf. Assuming average Tenant Improvements for
professional office space, you would experience a low of $14/sf to
approx §$22/sf. (Corporate office spaces will often times be much
greater than $25/sf.) Adding both costs together it would be
reasonable to experience combined Shell and T.I. costs in the range
of $52/sf to $77/sf.

The Lottery Building, as shown above, has an adjusted Shell and T.I.
cost of $58.66/sf. This building is a masonry and steel frame
structure with a decorative brick-veneer facade and insulated glass
windows. The mechanical and electrical systems are top quality and
highly efficient systems, as compared to what is typically installed
in speculative office buildings. The interior finishes will be highly
durable and will withstand the demand placed on them for a great
number of years. Overall, the Lottery will be receiving a lot of
building for the money, and once completed, the State should have a
facility of which they can be proud.



EXHIBIT THREE
PAGE TWO

AFPLICATION FOR PAYMENT PAGE { OF 2 PABES
10: EXECUTIVE DIRECTCR Ur THE Al STATE LOTTERY PROJECT: AL LOTTERY BUILDING APPLICATION NO 02
Jul E VIRGINIA 4740 £ UNIVERSITY
FHOENEX AL BS0U4 PHOENIX Al FROM: 08-01-8b
10: 08-31-86

Fidu: . A. PORTER-RUSCILL] CONSTRUCTLON CO INC  CONTRACT DATE: JUNE O, 198
11201 N 23RD AVERUE
PHOENEX AL 8302%

CHANGE ORDER SUMMARY

=ZZ=E=RosaSIIRITTIE

AODITIONG  DELETIONS ORIGINAL CONTRACT AMCUNT $ 2,B45,958.00

NET CHANGE BY CHANGE CRDERS $ 0.00

APPROVED PREVIQUS MONTHS 0.00 o0 esmeecme—aae
CONTRACT SUM T0 UATE $ 2,343,558.00

AFPROVED THIS MONTH:

NUMSER 0RTE TOTAL COMPLETED AND STORED §  29v,180.00

LESS RETAINAGE:
10Y RETAINAGE 29,028,090

--------------- TGTAL SARNED LESS RETAINAGE §  2a1,232.9¢
TOTALS v. 00 Q.00 LESS PREVIGUS AFPLICATIENS $  v4,331.00

CURRENT AMGUNT DUE $ led,Jul.g
NET CHANGE &1 CHANGE GRDERS 0.0 : z=za2I2233TRT

THE UNDERSIGNED CONTRACTOR CERTIFIES THAT TG THE BEST OF THE COWTRACTOR KHOWLEDSE , INFORMATION ANG BELIEF THE WORK
COVERED B THIS APPLICATION FOR PArHENT HAS BEEN COMPLETED IN ACCOROANCE WITH THE CONTRACT DOCUMENTS, THAT ALL ANOUNTS
HAVE SCEN FALD BY THE CONTRACTCR FOR WORK FOR WHICH FREVIOUS APPLICATIONS FOR PAYMENT WERE ISSUED ~ND PATMENIS RELEIVED
FROM THE GNNER, AND THAT CURAENT PAYMENT SHOWH HEREIN [S NOW [UE.

d. R. PORTER-RUSCILLI CONSTRUCTICN C3., INC.

By 7%&;1 Exec. LP DATE: ,ég/é’ b

ARCHITECT S CERTIFICATE FOR PATHENT

IN ACCORDANCE HITH THE CONTRACT DGCUMENTS, BASED Qd ON-SITE QBSERVATIONS AND THE DATA COMPRISING THE ABOVE APFLICATION,
ThE ARCHITECT CERTIFIES TO THE ONNER THAT TO THE SEST OF THE AACHITECT'S KNOWLEDGE, INFORMATION AND BELIEF THE WORK HAS
PRGGRESSED AS INDICATED, THE QUALITY OF THE WORK IS IN ACCORDANCE WITH THE CONTRACT DOCUMENTS, AND THE CONTRACTOR S
ENTITLED TO PAYMENT OF THE AMOUNT CEATIFIED.

AMOUNT CEATIFIED: §___

ARCHITECT: PETEZA. WM 5aSOCTATES, INC.

____________________________________ LRiE: ___T_:_g__'_'i_f'_;@__’._-_____

Nprth 23rd Avenue . Phoenix, Arizona 85029-4885 . (602)397-6201
i Offices in Phoenix, Arizona and Columbus, Ohio



EXHIBIT THREE

PAGE THREE
CONTINUATION SHEET JOB NUMBER 86003 AFPLICATION 8D 2 PAGE 2 OF 2 PAGES
ARTZUNA LOTTERY BUILDING
THIS APPLICATION
SCHEDULED PREVIOUS WORK [N STORED TOTAL COMP BAL TO
OESCRIPTION OF WORK YALUE  APPLCINS  PLACE  HATERIALS AND STORED PERCENT  FINISH
1 MGBILIZATION 18862 9431 5639 1509¢ 8u 3772
2 PERMITS,FEES,BONLS 66138 66133 9 46138 100 0
3 UTILITY ALLOWANCE 800u ] 0 0 0 600
4 TESTING ALLOWANCE au0u 0 0 v Y 6009
3 ARTWORK ALLOWANCE 20090 0 v U v 20000
b SITEWORK 10N/ TFF) 1886739 25020 11878 Ja6%4 22 130103
7 LANGSCAPE/ [RRISnTIGN 33864 v v U ¢ 93644
g CONCRETE 127624 0 89334 89334 70 38286
¥ HAIONRY 407904 0 20393 20393 3 387309
1o STEEL 273914 0 10937 10937 4 262939
L1 CARPENTR 34260 v 0 0 0 34280
12 THERMAL/MOISTURE PRGTECT 89973 D] v 0 0 89973
13 3nYLIGHTS 22357 0 U 0 0 22367
14 DOORS/FRAHES/HARCWARE 30478 0 0 0 0 36478
1S GLASS 151307 0 v ) 0 151507
1o STUD/DR1wnll/PRINT/PLASTR 139094 0 0 0 0 139094
17 FLOORiNG 10463 0 0 0 0 106463
16 ACCUSTIC CEILiNG TILE 22877 v 0 v J 22377
19 ARCCESSORIES 27781 ] 0 0 ¢ 27181
20 SIGNAGE 15374 0 J J ¢ 3374
21 CAR SHELTER 13204 v v v 9 19264
22 ELEYATCR 26202 v 1410 14l 5 26793
23 PLUMBING 642bv 0 12833 12834 20 31424
24 HYRC 290486 v i} 0 0 230886
3 SPRINALERS 31350 0 0 U ) 31330
25 HALON 13737 v v 9 ] 13757
27 ELECTRICAL 427497 0 25030 258350 6 401547
28 SALES Tai @ 4,22 115230 4243 7309 11754 10 103482
TOTALS 2845354 104834 185446 0 270280 10 Z555:78




RESPONSES BY AFFECTED AGENCIES
TO OTHER PERTINENT INFORMATION
ON ORGANIZATION CF PUBLIC GAMIMG REGULATION

The Department of Public Safety, the Department of Revenue-Bingo Section
and the Department of Racing are all potentially affected by the
information presented on the organization of public gaming reguletion. As
affected parties, each was given the opportunity to review and respond to
that pertion of the report. The Department of Racing chose to provide the
follovwing written comments. The other agencies reviewed the draft, but
did not chcose tc provide written comments.



ARIZONA DEPARTMENT OF RACING
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January 13, 1987 JAN 1081
NECEIVED
AUDITOR

CriERak

o
A IR 3 L

Linda J. Blessing, Deputy Auditor General
Office of the Auditor General

2700 North Central, Suite 700

Phoenix, Arizona 85004

Dear Ms. Blessing,

I appreciate the opportunity to comment on the draft report regarding
consolidation of gaming regulation.

First, the following items should be clarified:

1. Fingerprint checks are run through the FBI as well as through
DPS (page 51).

2. The Department has nine FTE's in the investigative area, three
of which are wvacant pending the opening of Rillito Downs in Tucson.
Current staffing consists of the Chief Investigator, Investigations
Supervisor, two Investigator IIl's, one 1Investigator 1II and one
Undercover Security Investigator. All have ten or more years experience
in law enforcement (page 52).

3. 1In addition to investigative case work, the investigators assist
in licensing and observe activities at the tracks to detect violations of
racing laws and rules (page 52).

N
Second, 1 believe that combining gaming regulation under a single agency
could be beneficial, especially if the consolidation took the structural
approach used by Connecticut. However, that single gaming agency should
be separate from DP3. In addition to the wvalid concerns raised in the
report, consolidation within DPS could result in gaming becoming '"lost in
the shuffle'", with less emphasis placed on gaming investigations than
would occur if these investigations were conducted by an agency whose
sole focus was on these particular activities.

ijzggfély’

£
Timothy A. Barrow

Director

TAB/as

800 W. Washington
Room 400
Phoenix, Arizona 85007
(602) 255-5151

“EQUAL EMPLOYMENT OPPORTUNITY/AFFIRMATIVE ACTION EMPLOYER"



ARIZONA LEGISLATIVE COUNCIL

August 29, 1986

TC: Douglas R. Norton, Auditcr Genreral
FROM: Arizona Legislative Council

RE: Request for Research and Statutory Interpretation (O-86-6)

This memo is sent in response to a request made on your behalf by William
Thomson in a memo dated August 12, 1986.

FACT SITUATION A:

Arizona Revised Statutes (A.R.S.) section 5-505, subsection B deais with
apporticnment of revenues of the state lottery. The subsection provides that:

B. As neariy as is practicable, forty-five per cent of the total annual
revenue, computed on a year-round average basis for each type of lottery
game, accruing from the sale of lottery tickets or shares shall be apportioned
for payment of prizes to the holders of winning tickets or shares, except that
not less than thirty per cent of the total revenues accruing from the sale of
lottery tickers or shares shall be apportionea for transfer to the local
transportation assistance fund or the Arizona highway user revenue fund as
nrevided in section 28-2601.

Currently, the lotrery determines its own budget and stafiing levels withour legisiative
involvement. In additicn, the lottery determines the amount of any additional monies

diszributed to the pm.e fund and to the designated revenue funds in excess of minimum
Statutory reguirements.

QUESTICNS PRESENTED:

A. l. What authcrity does the legislature have to appropriate the !ot:er"’s operating

budger derived ir com the t "t‘:~fl‘~e per cent of jottery revenues not directed to either
th

the prize {urd, 1 transportatich assistance fund or the Arizona hwhwa/ user
revenue fund? v :

A. 2. If the legisiature has no auwnority over appropriating this portion of revenues, what
actions would the legislature need 10 take in order to acguire such authority?

A. 3. Does the legislaturs have the authority to establish staffing levels for the Arizona
lotzery?

A. 4. Dces the legisiature have the aurmority to modify the apporticnment of lotrery
revenues from the structure outlined in the above fact situation? More specifically, can
the legislature change the apportionment formula from its current structure (forty—x ve

per cent to prizes, thirty per cent to the state, and twenty-five per cent to operations) to
some other formula?



A. 5. If the legislature does not have the authority to modify the apportionment of the
revenues, what would be required for the legislature to obtain such authority?

ANSWERS:
A. 1. See discussion.
A. 2. See discussion. |
A. 3. No.
A. b4, Yes.
A. 5. See discussion.

DISCUSSION:

A. 1. The legislative authority to appropriate the lottery's operating budget
depends on whether the people, in adopting the lottery act through the initiative process,
intended to establish a continuing appropriation. This type of an appropriation does not
require any further legislative action by the people for the legisiature to be effective.

The prize fund, according to A.R.S. section 5-523, is to be used only for payment
of prizes. The lottery fund, according to A.R.S. section 5-522, is used to pay the iottery
commission's expenses incurred in carrying out its powers and duties and in operation of
the lottery pursuant to A.R.S. section 5-506.

A portion of the remaining monies are then to be used for transportation
assistance and county assistance. Any remaining monies are deposited in the state
general fund.

The lottery act, therefore, directs the commission and the directcr on how to use
all of the annual revenue it receives from the sale of lottery tickets. Based on these facts
the Attorney General concluded 31 Op. Att'y Gen. 022 (1981) that the people, in adopting
the initiative, intended to establish a continuing appropriation and did not contempiate
that any action by the legisiature would be necessary for the commission and director to
spend or dispose of the lottery ticket revenues as directed by the acz.

The opinion dees take note, however, that subsection A of A.R.S. section 5-522
states that monies in the lottery fund "shall be appropriated only" for purposes listed in
the section. Additionally A.R.S. secticn 5-523 states that monies in the prize fund "are
not appropriaticns by the legisiature, and ... are not subject to appropriation by the
legisiature."

Attorney General Opinion 131-022 states:

_ The language of A.R.S. section 5-523, A /now section 5-522, subsecticn
A/ may imply, by use of the phrase "shall be appropriated only"” for certain
purposes, that some further and future legislative action will be necessary to
effect the appropriation for and among the purposes expressed, particularly
when read in conjuction with the above-quoted language in A.R.S. section
5-524, [now section 5-523/, which might contain the negative implication that
Iottery—fund, as opposed to prize fund, monies were meant to be subject to
appropriations by the Legislature.

_2-



We think that this was not the people’s intent, however. Although the
phrase '"are appropriated" might have been preferable to "shall be
appropriated” to express the people's intent, we think the latter phrase was
used simply because the expenditures from the lottery fund would not begin
until a future time when the lottery fund would come into existence and
monies thereafter would be deposited in it.

* ¥ ¥

Nothing that has just been expressed is inconsistent with our original
conclusion that the people intended to effect a continuing appropriation of
menies in the lottery fund as well as the prize fund. The only difference
between the two funds is that the people contemplated that the Legislature
could amend the Act's lottery fund provisions, but not the Act's prize fund
provisions. But, unless and until the Legislature acts with respect to the
lottery fund provisions, they should be construed as effecting a continuing
appropriation.

A. 2. The lottery act was established by an initiative petition approved by the
people at the general election on November 4, 1980.

Article IV, part 1, section l, subsection (6), Constitution of Arizona, prohibits
the legislature from amending or repealing initiated or referred measures which receive a
majority vote of the qualified electors. The phrase "majority of qualified electors” means
the majority of those eligible to vote, not those actually voting. Adams v. Bolin, 74 Ariz.
269, 247 P.2d 617 (1952).

Therefore, the lottery act may be amended by the legisiature since it received
approval from less than a majority of the qualified electors.”

If the legisiature wished to acquire the authority to appropriate the twenty-five
per cent of lottery revenues not directed to the prize fund or transportation uses they
could go so by legislative action.

A. 3. As to the question of whether the legislature has the authority to establish
staffing levels for the lottery, it is not clear irom the act. However, according to A.R.S,
section 5-506, paragraph 3, the director has the power to "/‘n/1re such professional,
clerical, technical and administrative personnel as may be necessary to carry out this
chapter." This language, combined with the fact that the lottery controls its annual
revenues as a continuing appropriation, leads to the conclusion that the people intended
that the lottery director establish staffing levels.

A. 4. The legislature has the power pursuant to Adams supra to amend the
lotiery act. Therefore, they may chanoe, by lewslame action, the apportionment of
lottery revenues from its current structure to some other formula.

1 . e e .
According to the secretary of state's office, the number of qualified electors for the
November 4, 1930 general election was 1,121,169, and only 412,992 persons voted in favor
of the act, which is less than a majority of the qualified electorate.

23-



FACT SITUATION B:
A.R.S. section 5-50% provides in part that:

A. The commission shall meet with the director not less than once each quarter
to make recommendations and set policy, approve or reject reports of the director and
transact other business properly brought before the commission.

B. The commission shall establish and operate a state lottery at the earliest
feasible and practical time. The commission shall establish and operate the lottery to
produce the maximum amount of revenue consonant with the dignity of the state. To
achieve these ends, the commission shall authorize the director to promulgate rules in
accordance with title 41, chapter 6, article 1.

Currently, budget and staffing levels are established by the director and his assistants.
They are presented to the commission for the commissioners' information, but the
commissioners do not exercise either approval or disapproval authority over either the
budget or staffing levels.

QUESTION PRESENTED:

What authority does the commission have over the operations of the Arizona
state lottery? Specifically, does the commission have authority over the operating budget
and the establishment of staffing levels?

ANSWER:
See discussion.

DISCUSSION:

It is not clear from the language of the lottery act wnether the commission has
authority over the operating budget and the establishment of staifing leveis.

A.R.S. section 5-50% gives the coinmission the power to operate the laottery, to
make recornmendations and set policy of the lottery and 10 approve or reject reporis of
the director. In addition, the director must regort o the commission on a reguiar Sasis.

The director may only promulgate rules for lottery operaticn with authorization irom the
commission.

The commission Is responsible for apportioning annual revenues, unless it
authorizes the director to do so. A.R.S. section 5-525.

It appears that although the director was given day-to-day ccntrol over the
operation of the state lottery the act intended the commission to exercise general and
overall control over its operation. Additionally, the commission has the power to approve
or disapprove the director's actions. This seems to give the commission the authority over

- the operating budget and staffing levels.

b



FACT SITUATION C:

The lottery act was enacted by initiative petition approved at the November &,
1980 election. The lottery commission and related statutes are scheduled for termination
under the sunset law on July 1, 1988 and January 1, 1989, respectively, unless continued.

QUESTIONS PRESENTED:

C. 1. Since the lottery was enacted by voter initiative, does the legislature have the
authority to sunset the Arizona state lottery?

C. 2. Since the lottery was enacted by voter initiative, does the legislature have the
authority to rearrange the structure and authority of the commission?

C. 3. What would the legislature need to do to gain such authority?
ANSWERS:

C. 1. Yes.

C. 2. Yes.

C. 3. See discussion.
DISCUSSION:

C. 1., C. 2. The discussion in the first fact situation with respect to the Adams
case applies to this fact situation as well. Since the initiative did not receive a majority
of the vote of the qualified electors, the legislature may amend the lottery act.
Additicnally, A.R.S. section 41-2351 gives the legislature the authority to sunset any
state agency. "Agency" is defined in A.R.S. section 41-2252 to include any commissicn.

Therefore, the legislature has the authority to sunset the Arizona state lottery.
Additionally, through legisiative action, the legislature has the authority to rearrange the
structure and authority of the lottery commissicn.

FACT SITUATION D:

A.R.S. section 41-2501, pertaining to the applicability of the state procurement
code, states in subsection F that:

The Arizona state lottery commission is exempt from the provisions of this
chapter for procurement relating to the design and operation of the lottery or purchase of
lottery equipment, tickets and related materials. The executive director of the Arizona
state lottery commission shall promulgate rulestsubstantially equivalent #to the policies
and procedures in this chapter for procurement relating to the design and operation of the
lottery or purchase of lottery equipment, tickets or related materials. All other
procurement shall be as prescribed by this chapter.

Currently, the lottery make some purchases under the procurement code, but handles its
own contracting for instant game tickets, on-line game services, advertising services, and
electronic data processing consulting. Advertising services have included contracts worth

-5



several million dollars with advertising firms, a subcontract with an advertising consultant
for approximately one hundred ninety thousand dollars and a marketing research
subcontract for approximately two hundred thirty thousand dollars. The electronic data

processing contracts have amounted to approximately 1.5 million dollars over the last four
years.

QUESTIONS PRESENTED:

D. l. What is the extent of this exemption? More specifically, can this exempticn be
construed to mean that all procurements made by the lottery are exempt from the state
procurement code?

D. 2. Is the lottery exempt from the state procurement code for procurement of:

(@) Outside data processing consuitants with contracts worth more than ten
thousand dollars?

(b} Marketing research consultants with contracts worth more than ten thousand
dollars?

D. 3. Dces the legisiature have the authority to rescind this exemption? If not, what
must the legisiature do in order 1o gain such authority?

ANSWERS:
D. 1. See discussion.
D. 2. (3) See discussion.
(b) See discussion.
D. 3. Yes.

DISCUSSION:

D. l., D. 2. According to A.R.S. section 41-2501, subsection F, the lottery
commission is exempt from the provisions of the procurement ccde for "procurement
refating o the design and operaticn of the lottery or purchase of lottery equipment,
tickets and related materials.” The somewnat broad term 'design and operation” is not
defined in the lottery act. Therefcre, the extent of the commissicn’s exemption is
unclear. However, the director of the state lottzry is given the authority, in A.R.S.
secticn 41-2501, to promulgate rules for its procurement policies and procedures.
Therefore, unti the legislature takes action to clarify the lottery's exemption, it must be
left to the director and commission to determine the extent of its exemption, based on
the statutory language, with respect to the procurement code for data processing
consultants and marketing researci consultants.

D. 3. If the legislature wished to rescind or modify the lottery's exemption to
the procurement cede, it would simply need to take legislative action.

-6~



CONCLUSION:

Since the people intended annual lottery fund revenues to be a continuing
appropriation, the legislature has no authority to appropriate these monies. If they

wanted to acquire this authority, however, the legislature could take action in that
regard.

The lottery director currently has the authority to establish staffing levels of the
lottery. The legislature could acquire the authority through legisiative action.

The legislature may amend_any statute relating to,the lottery act including .
23 Y 1 QY. e T g Qut ery g
changing the apportionmegnt formulasy—rearranging the stucture and authority of the

lottery commission andwclarifying or rescinding the lottery's exemption from the
procurement code, . '

The lottery commission currently has authority over the operating budget and

staifing levels of the lottery. This could also be clarified or amended through legislative
action.
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November 26, 1986

T0: Douglas R. Norton, Auditor General
FROM:  Arizona Legislative Council

RE: Request for Research and Statutory Intrepretation (0-86-8)

This memo is sent in response to a request made on your behalf by William
Thomson in a memo dated November 14, 1986.

FACT SITUATICN:

Arizona Revised Statutes (A.R.S.) section 5-510 empowers the state lottery
commission to create a security and licensing division under the supervision of
an assistant director appointed by the lottery director. A.R.S. section 3-510,
subsection C establishes the security and licensing division as a law enforcement
agency and designates the director of the division as a peace officer. Furtner,
that subsection 1imits the law enforcement agency and peace officer status to
"receiving investigative information from law enforcement agencies pertaining to
investigations of lottery activities.”

A.R.S. section 5-511 empowers and requires the director of the department
of public safety (DPS) to investigate "any violation of a statute of this state
which pertains to the conduct of the state lottery."

Currently, the security and licensing division of the state Tlottary
commission maintains a staff of investigators who conduct investigations of
lottery violations. Examples of such investigations include theft of tickets
from retailers, forgery or alteration of tickets (to create winners) and sales of
tickets by retailers to minors. In calendar year 1985, the lottary commissian
conducted 172 investigations of this nature. Many investigations are prepared
for criminal prosecution.

QUESTICNS PRESENTED:

1. Does the state lottery have statutory authority to conduct
investigations of lottery violations? What difference, if any, 2xists between
the lottery's statutory authority to conduct investigations for criminal
prosecution and administrative actions, i.e., license revocaticn?

2. Is DPS given sole authority and responsibility for conducting
investigations of lottery violations? Does this authority include
investigations for both criminal prosecution and administrative actions?

3. Do investigators in the security and licensing division have
statutorily grantad peace officer status? Can the peace officer status granted



to the director of the division be delegated to the investigators and, if so, is
that status limited by the provisions of A.R.S. section 5-510, subsection C? If
the investigators have peace officer status, should they be certified by the
Arizona Law Enforcement Officer Advisory Council (ALEQAC)?

. 4. Do lottary investigators have statutory authority to carry concealed
firearms when acting in their official capacity? If not, what official status is
necessary for lottery investigators to carry concealed firearms?

ANSWERS:
See discussion,
DISCUSSION:

1. An examination of A.R.S. sections 5-501 through 5-525 relating to the
state lottery indicates that a distinction exists between statutory duties
relating to the administrative investigation authority of the executive director
of the lottery and his assistant director of security and licensing and the
lottery criminal investigative authority of the director of DPS. The statutes
appear to limit the lottery director and his assistant to investigation of
matters relating to licensing of agents to sell tickets or shares and checking
the backgrounds of prospective empioyees. ({A.R.S. section 5-504, subsection B,
paragraph 11; section 5-506, paragrapons 2, 3 and 8; section 5-510; section
5-512.) The investigative authority of DOPS pertains to violations of statutes
relating to "the conduct of the state lottery." (A.R.S. section 5-511. Emphasis
added.)

The security and licensing division of the lottery is designated as a law
enforcament agency but "for the limited purpose of receiving investigative
information from law enforcement agencies pertaining to investigations of
lottary activities.” (A.R.S. section 5-510, subsection C.) I[f the "activities"
were meant to include investigation of criminal activities, the divisicn would
not have been limited only to receipt of information. This information is
important, however, for use in background and ongoing checks of ticket sales
licensees. A.R.S. section 5-512, subsection A requires the lottery director to
"consider factors such as the financial responsibility and security of the person
and the nature of his business activity" before issuing a sales license.

If the statutes had 1intended to convey general criminal investigative
authority to the lottary security and licensing division, there would be no
reason to give the identical authority to 0PS in A.R.S. section 5-511. This
limited nature of the use of criminal information in licensing investigations is
further amphasized in Executive Order No. 31-2 which authorizes "tne Criminal
Identification Section of the Department of Public Safety to provide, and the
Arizona State lottary to receive, criminal history record information for
purnoses of emplovment and licensina in accordance with rules and reguiations
issuea by tne vepartment ot Public Safety.* (Emphasis added.)

2. Sole authority for investigations into 2any violation of a statute
pertaining tao the conduct of the lottery is given to DPS in A.R.S. section 5-511.

.2.



This language is broad enough to include investigations of violations of both
criminal provisions and administrative provisions of A.R.S. title 5, chapter 5.

3. Investigators in the security and licensing division of the state
lottery do not have statutorily granted peace officer status. A.R.S. section
5-510, subsection € provides in pertinent part:

The security and licensing division shall be a law enforcement
agency and the director of security and licensing is designated a
peace officer,

Only the division director has peace officer status. In a closely similar
situation, the director of the former Arizona criminal inteiligence system
agency (ACISA) asked for an opinion from the attorney general on whether he had
the authority to grant peace officer status to his intelligence-gathering
personnel., The following response was received from the attorney general:

In Ariz. Atty. Gen. 0Op. [80-169, we said that peace officer
status is conferred by a statute which either directly designates
persons as peace officers or authorizes an agency to commission
officers. A copy of that opinicn 1s attached for your reference.
A.R.S. section 41-215Z provides that “/a/gency personnel shall
engage in gathering intelligence information and shall not otherwise

engage in law enforcement activities.” This orovision by its terms,
permits agents of ACISA to enoace in specifiea activities but does
not designate them as peace o7ricers. Tne ACISA Board's powers and

duties, set forth in A.R.S. section 41-2154, do not establish the
Board as a commissioning agency. We therefore conclude that ACISA
agents may not be "commissioneda® peace oificers.

82 Op. Att'y Gen. 007 (1982).

H. Similarly, A.R.S. section 5-510 does not designate employees of the
lottery security and licensing division as peace officers and their law
enforcement function is limited to receiving investigative information. Because
no statute grants these employees peace officer status, the director of the
division has no authority to delegate the status and the employees may not carry
concealed weapons pursuant to A.R.S. section 13-3102., The official status of
peace officer is necessary for carrying a concealed weapon.

CONCLUSION:

The state lottery does not have statutory gauthority to conduct
investigations of lottery wiclations but is Timited to licensing and employment
investigations. 0OPS has authority to conduct investigations of violations of all
state lottery statutes. Investigators of the security and licensing division of
the state lottery do not have peace officer status, cannot be grantad peace
officer status by the division director and do not have the authority to carry
concealad weapons.

cc: William Thomson, Dife;tgr
Performance Audit Division





