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Summary

For more information,
contact Karen Latta,
(512) 463-1300. Sunset
staff veports ave availnble
online at
WIIW.SUNSCL.SEALE.LX. US.

Sunset Staff Report

Texas Lottery Commission

In 1980, Texas voters approved a constitutional amendment allowing the
regulation of bingo for charitable fund-raising purposes. Voters approved
another amendment in 1991 creating the state lottery to generate revenue
tor Texas government, and in 1997, the Legislature dedicated lottery revenue
to public schools. To administer the lottery, the Legislature created the
Texas Lottery Commission, and transferred bingo regulation to the new
agency. Today, the Commission operates and markets the state lottery and
regulates the charitable bingo industry through licensing and enforcement.

Sunset staff found that the Lottery Commission has generated significant
revenue for the State through lottery sales and has helped thousands of
local charities raise money through bingo, despite the fact that sales for
both types of games have declined in

recent years. The agency has also been . .
generally successful at managing its large The Lottery Commission

contracts with multiple lottery vendors, has made the lottery o
maintaining the security of its lottery consistent veveniue

games, and taking enforcement action generator for the State

against lottery and bingo licensees who
fail to comply with the law. As a result, and should therefore be

Sunset staff recommends continuing the continued.
Lottery Commission for 12 years.
However, the Sunset review found several areas that prevent the
Commission from more effectively carrying out its duties.

First, the small size of the Commission limits its ability to communicate
informally and focus on development of policy issues through
subcommittees. The agency also does not have a comprehensive business
plan to guide major financial decisions. Further, the Executive Director,
and not the Commission, makes the final decision on multi-million dollar
contracts. As a result, the agency is at risk of making program expenditures
that are not justified or are more costly than necessary.

The Sunset review also assessed the agency’s ability to regulate the charitable
bingo industry. Over the years, bingo regulation has been transferred to
several agencies. While Sunset staff believe the Lottery Commission has
made an effort to effectively regulate bingo, several statutory changes are
necessary to address specific problems. For instance, the formula used to
ensure that a certain percentage of bingo revenue is spent on charitable
purposes is confusing, cumbersome, and does not maximize charitable
distributions. Further, the transferability of bingo lessor licenses
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grandfathered under an old system helps to maximize revenue for
commercial interests rather than the charities. Other problems with the
state’s system of bingo regulation include the ineffectiveness of the Bingo
Advisory Committee, the unnecessary licensing of system service providers,
and the lack of comprehensive compliance and enforcement rules.

Finally, while the agency does not perform standard occupational licensing
tunctions, it does license lottery retailers and bingo entities. As such, these
licensing activities should conform to model licensing standards to ensure
the fair treatment of licensees, protect the public, safeguard state revenue,
and effectively manage the agency’s administrative workload.

The following material provides a summary of the recommendations
identified in this report.

Issues / Recommendations

Issue 1 Texas Has a Continuing Need for the Texas Lottery
Commission.

Key Recommendation

e Continue the Texas Lottery Commission for 12 years.

Issue 2 The Small Size of the Texas Lottery Commission Limits
Its Effectiveness and Communication Among Its
Members.

Key Recommendation

e Expand the Texas Lottery Commission from three to five public
members.

Issue 3 The Lottery Commission Is Not Performing Sufficient
Analyses to Guide Major Financial Decisions.

Key Recommendations
e Require the Commission to review and approve all major expenditures.
e Require the agency to develop a comprehensive business plan.

e The agency should conduct a thorough cost-benefit analysis before
approving new programs or expenditures.

e The agency should evaluate the effectiveness of current program
expenditures through program-specific performance measures or
periodic justification reviews.

Page 2
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Issue 4 Charities Are Not Making Maximum Charitable
Distributions of Bingo Profits.

Key Recommendations

e Simplity the statutory charitable distribution formula to ensure bingo
proceeds are used for charitable purposes.

e The Commission should clarity the definition of charitable purpose
and authorized expense.

Issue 5 Components of the Lessor License Law Prevent the
Commission From Maximizing Charitable Distributions
From Bingo.

Key Recommendations

e Repeal the section of the Bingo Enabling Act that allows lessor licenses
to be grandfathered.

e Repeal the transferability of lessor licenses.

Issue 6 The Bingo Division Has Not Adequately Structured and
Applied Its Enforcement Process.

Key Recommendations

e Require the Lottery Commission to adopt rules governing all
compliance monitoring and enforcement procedures.

e Expand the Lottery Commission’s authority to temporarily suspend
bingo licenses to prevent financial losses to the State.

e The Lottery Commission should better coordinate the tracking of
enforcement information.

Issue 7 The Bingo Advisory Committee Does Not Effectively
Advise the Commission on the Needs of the Bingo
Industry in Texas.

Key Recommendations

e Require the Bingo Advisory Committee to develop an annual work
plan and make recommendations to the Commission that identify
specific issues that need addressing.

e The Commission should take a series of management actions including:
— evaluating the necessity of the advisory committee;

— ensuring a greater balance of public and industry members on the
Committee;
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— lengthening and staggering members’ terms;
— developing membership requirements; and

— assigning an attorney to monitor Committee meetings.

Issue 8 State Oversight of System Service Providers Is No
Longer Needed.

Key Recommendation

e Abolish regulation of system service providers and automated bingo
services.

Issue 9 Key Elements of the State Lottery Act Do Not Conform
to Commonly Applied Licensing Practices.

Key Recommendations

e Standardize licensing provisions in the State Lottery Act to ensure
consistent licensing and effective compliance by authorizing staggered
renewals and requiring compliance history review before license renewal.

e Revise elements of statutory enforcement provisions to provide for
eftective public protection, such as expedited investigations and a
procedure for analyzing complaints.

e Change administrative aspects of the State Lottery Act to allow sufficient
public notice of standardized complaint procedures.

Issue 10 Key Elements of the Bingo Enabling Act Do Not Conform
to Commonly Applied Licensing Practices.

Key Recommendations

e Ensure consistent licensing in the Bingo Enabling Act by providing clear
licensure qualifications, eliminating requirements which unreasonably
restrict licensure, and providing a standard renewal process.

e Ensure effective compliance by subjecting temporary licenses to standard
oversight and requiring the agency to review compliance history before
license renewal.

e Standardize enforcement provisions in the Bingo Enabling Act to provide
clear standards of conduct, ensure investigations are completed in a
reasonable amount of time, and require the agency to maintain
complaint information.

Page 4
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Fiscal Implication Summary

This report contains recommendations that will have a fiscal impact to the
State. These recommendations are discussed below.

Issue 2 - Expanding the Commission would result in additional travel
expenses for two new members. The agency should use its
administrative allocation of lottery revenue to pay the estimated $3,200
per year in travel expenses for the new Commission members.

Issue 3 - Requiring the agency to develop a comprehensive business
plan and requiring the Commission to review and approve all major
expenditures could have a positive fiscal impact to the State by better
ensuring all costs are reasonable and necessary. However, the amount
of potential savings could not be estimated.

Issue 5 - Repealing the laws allowing lessor licenses to be grandfathered
and transferred could result in a fiscal impact to the State depending on
whether lessors holding these licenses choose to convert to the standard
lessor licensing structure or to discontinue leasing facilities for bingo.

Issue 6 - Allowing the Commission to temporarily suspend a bingo
license when tax revenue is at stake may result in fewer losses to the
State. However, the number of suspensions is not known and the savings
could not be estimated.

Issue 8 - Abolishing the regulation of system service providers would
result in a loss of licensing revenue of $1,000 per licensee per year
(currently two licensees), but would also result in a corresponding
reduction in the agency’s workload to regulate these licensees.

Summary / Sunset Staff Report

Page 5



August 2002 Texas Lottery Commission

Page 6 Sunset Staff Report / Summary



Issues /| RECOMMENDATIONS




Texas Lottery Commission August 2002

Issue 1

Texas Has a Continuing Need for the Texas Lottery Commission.

Summary

Key Recommendation

e Continue the Texas Lottery Commission for 12 years.

Key Findings
e Lottery and bingo revenue continue to be important sources of funds for Texas.
e Texas has a continuing need to effectively operate the lottery and regulate bingo.

e While other organizational structures have been tried in the past and continue to be a possibility,
the lottery and bingo are effectively administered by the Lottery Commission.

e Many other states operate lotteries and regulate bingo under organizational structures similar
to Texas.

Conclusion

Texas has a continuing need to ensure the effective administration and operation of the lottery and
regulation of bingo. These games constitute gambling and require close supervision by the State.
The games also are an important source of revenue for the State, local jurisdictions, and local charities
and the Lottery Commission is responsible for maximizing lottery revenue and ensuring bingo
revenue is spent on charitable purposes. The Sunset review evaluated the need for an independent
agency to perform these functions. The review also assessed whether another agency could better
perform the Lottery Commission’s functions, especially its regulation of bingo. Sunset staff found
that while other existing agencies or a new gaming or bingo regulatory agency may be able to
conduct the functions, no significant savings or improvements would result from an organizational
change. The Lottery Commission has generally been successful in accomplishing its mission and
should be continued.

Issue 1 / Sunset Staff Report Page 7
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Lottery revenue supports
the operation and
maintenance of public
schools and indigent
medical care.

1o date, the lottery has
contributed
approximately $9.6
billion to the State.

Support

The Lottery Commission’s mission is to administer the lottery
and regulate bingo.

The mission of the Lottery Commission is to administer and market
the lottery to generate revenue for the State and regulate bingo for
charitable purposes. The agency is also responsible for maintaining
the security and fairness of the lottery and bingo. The agency
accomplishes these goals through the key functions of licensing,
revenue collection, contract monitoring, marketing, and
enforcement. The agency contracts with the GTECH Corporation
to provide goods and services to the Lottery Commission in
connection with the day-to-day operation of the lottery:.

In 1991, Texas voters approved a constitutional amendment to
create the lottery as a means to generate revenue for the State.
Until 1997, lottery revenues were deposited in the General Revenue
Fund and were used to fund all manner of state expenditures. Today,
lottery revenues are deposited in the Foundation School Fund, which
supports the operation and maintenance of public schools. Since
1999, unclaimed prize money has been deposited in the
Multicategorical Teaching Hospital Account and the Tertiary Care
Fund, both of which support indigent medical care. To administer
the lottery, the Legislature may appropriate to the agency up to 7
percent of the gross revenue from the sale of lottery products. For
the past five years, the agency has used less than 7 percent and
returned the remainder to the Foundation School Fund.

In 1980, voters approved a constitutional amendment allowing the
State to regulate bingo and allowing voters to decide if they want
bingo in their local jurisdictions. Approximately 200 local
jurisdictions authorize bingo and nearly 1,500 charities are licensed
to conduct bingo. Charities use their bingo revenue to support
their charitable purposes. The Lottery Commission collects prize
tees, rental taxes, and license fees on bingo and remits this revenue
to the General Revenue Fund and a percentage of the prize fees to
local jurisdictions that authorize bingo.

Lottery and bingo revenue continue to be important sources
of funds for Texas.

The purpose of the lottery is to generate revenue for the State.
The Lottery Commission has accomplished this goal by effectively
administering and marketing the lottery to maximize revenue. To
date, the lottery has contributed approximately $9.6 billion to the
State. In fiscal year 2001, the lottery contributed $825 million to
the Foundation School Fund, accounting for 8 percent of that fund.
Also 1in fiscal year 2001, $39 million in lottery revenue went to the

Page 8
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two funds supporting indigent health care. The chart, Lottery
Revenue Transfers to the State, shows the trend in the amount of
money transferred to the State since the lottery’s inception through
tiscal year 2001. While this chart shows a decline in revenue in
recent years, the lottery remains a consistent revenue generator.
Without the revenue generated by the lottery, the State would have
to find other funding sources for these purposes.

Lottery Revenue Transfers to the State
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e The purpose of charitable bingo is to generate revenue for charitable
purposes in Texas. Since 1982, bingo has generated more than
$648 million for charitable purposes. In calendar year 2001,
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equaled about 6 percent of gross receipts. Bingo also generates In 2001, charities
revenue for the State and local jurisdictions who authorize bingo  ground the state raised
through prize fees, licensing fees, and rental taxes. In calendar $34.6 million ﬁfom

year 2001, bingo generated $14.4 million for the General Revenue
Fund and $9.2 million for local jurisdictions. The chart, Bingo
Revenue and Charitable Distributions, shows that both total revenue
generated by bingo and charitable distributions have been
decreasing in recent years. Despite these decreases, without the
revenue from bingo, charities and the State would have to find other
tunding sources.
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The agency maintains
close supervision of the
lottery and the bingo
industry.

Texans continue to support the lottery and bingo. In addition to
voting for constitutional amendments to create the lottery and
regulate charitable bingo, many Texans also spend their money
playing the games. According to a recent demographic study by
the agency, 63 percent of adult Texans have purchased lottery
products in the past year.! Further, in calendar year 2001, charities
benefitted from an attendance of 24.3 million at bingo games
throughout the state.?

Texas has a continuing need to effectively operate the lottery
and regulate bingo.

While the agency outsources much of the operation of the lottery,
it maintains the vital functions of ensuring the lottery is operated
in accordance with state law. For example, the agency licenses nearly
17,000 lottery retailers and takes enforcement action against those
who violate the law. The agency markets the lottery through
contracts with advertising firms for print, radio, and television
advertisements and performs demographic research of lottery
players. The agency’s security staft investigates complaints from
the public and tests games before they are sold to ensure the accuracy
of odds. Perhaps most importantly, the agency collects revenue
trom lottery retailers and remits it to the State Treasury.

The Lottery Commission also performs the function of regulating
the bingo industry. Many small, local charities conduct bingo games,
which can generate large sums of cash. As a result, the agency
must maintain close supervision over the industry to ensure bingo
revenue is used for its authorized charitable purposes. The agency
accomplishes this goal by licensing nearly 2,000 bingo entities,
reviewing quarterly reports submitted by licensees, auditing at-risk
licensees, investigating complaints filed by the public, and taking
enforcement action against violators. The agency also collects
revenue owed to the State from prize fees and rental taxes on bingo
operations.

The Lottery Commission enforces the State Lottery Act and the
Bingo Enabling Act to help ensure the fairness and security of lottery
and bingo games. In fiscal year 2001, the agency’s Security Division
conducted more than 3,800 enforcement activities including
inspections; investigations of complaints from the public; and
background checks of employees, licensees, and vendors. The
Charitable Bingo Division conducted nearly 1,200 audits and
inspections of bingo halls and licensee records in calendar year 2001.
The Lottery Operations Division electronically withdrew lottery
earnings from the bank accounts of nearly 17,000 licensed retailers
in fiscal year 2001. As a result of this activity, the agency suspended
lottery licenses 2,185 times, meaning certain retailers had their
licenses suspended on more than one occasion. The agency also

Page 10
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revoked 102 lottery retailer licenses, revoked or suspended four
bingo licenses, and assessed fines against one bingo licensee.

The agency has overcome past controversies regarding its
contracting activities. It has developed a more arms-length
relationship with the lottery operator, GTECH Corporation, and
has implemented greater controls over this and other large
contracts. As a result of recommendations from the State Auditor,
the agency has created a Contract Compliance Section within the
Executive Director’s Office to monitor and retain all documents
related to the agency’s 106 major contracts. The agency appears to

The aggency appears to

receive a good value from the lottery operator contract, which it =~ 7¢C€2ve ﬂﬂwd Vﬂh"eﬁ/ o

recently renegotiated at a lower rate and with increased goods and
services.

While other organizational structures have been tried in the
past and continue to be a possibility, the lottery and bingo
are effectively administered by the Lottery Commission.

While other organizational options are available, the Lottery
Commission effectively administers the lottery as an independent
agency. The Legislature created the Lottery Commission in 1993.
Before that time, the lottery was administered by a division of the
Comptroller of Public Accounts. While the lottery could feasibly
be returned to the Comptroller’s Office, the Lottery Commission’s
current size and mission have grown significantly. Staft analysis
showed the disadvantages would strongly outweigh any possible
advantages. Another organizational option could be merging the
Lottery Commission with the Texas Racing Commission to create
a state gaming commission that would oversee all forms of
gambling. However, the mission and operations of the two agencies
differ extensively and no significant benefits were identified through
the creation of a combined agency.

The Lottery Commission could also be separated from state
government and allowed to operate as a corporation with a Board
of Directors and few statutory restrictions. The main disadvantage
of this plan is the loss of control the Legislature would have over
the State’s lottery. For example, the Legislature may not have a say
in how the lottery is advertised or whether it should be expanded
to include games such as keno or a multi-jurisdictional lottery.

The regulation of bingo is well-placed within the Lottery
Commission. Over the years, bingo regulation has gone through
numerous organizational changes. Bingo was first regulated by a
division of the Comptroller’s Oftice, but was transferred to the
Texas Alcoholic Beverage Commission in 1990. Bingo regulation
was transferred again in 1994 to the newly-created Lottery
Commission. While bingo regulation is different in some respects

its lottery operator
contract.

Bingo vegulation is well-
placed within the
Lottery Commission.

Issue 1 / Sunset Staff Report
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trom the administration of the lottery, bingo benefits from effective

enforcement, legal representation, and administrative assistance,

as part of the agency. Further, the Lottery Commission effectively

regulates bingo with an annual budget of approximately $2.8 million

and a staft of 49, however, some improvements are needed, as

discussed in other issues of this report. Sunset staft concluded that
A separate bingo agency a separate bingo agency was not warranted and would likely result
in administrative inefficiencies.

is not warvanted and

would likely vesult in Many other states operate lotteries and regulate bingo under
administrative organizational structures similar to Texas.

ingﬁtigigngz'gs, e Thirty-eight other states plus the District of Columbia operate a

state lottery. Five state lotteries are operated by corporations with
varying degrees of statutory restrictions. The other 34 lotteries
are operated by traditional state agencies similar to the Texas Lottery
Commission. Texas, however, is unique in that it outsources a
majority of its lottery operations functions.

e [Forty-seven other states plus the District of Columbia authorize
and regulate the conduct of bingo. In most states, bingo is regulated
at the state level by a division within a larger agency, such as a
gaming commission or department of revenue or public safety.
Three states delegate bingo regulation to local jurisdictions.

Recommendation
Change in Statute

1.1 Continue the Texas Lottery Commission for 12 years.

This recommendation would continue the Texas Lottery Commission as the agency responsible for
administering and marketing the State lottery and regulating charitable bingo. This recommendation
would also combine the Sunset provision relating to the Lottery Division with the provision relating
to the Lottery Commission as a whole.?

Impact

The intent of this recommendation is to continue the agency responsible for effectively administering
the lottery to maximize revenue to the State and regulating bingo to ensure bingo revenue is used
tor authorized purposes. The State has a continuing interest in ensuring the fairness and security of
both the lottery and bingo. The State also has an interest in generating revenue for public schools
and indigent health care, and in ensuring charities get the most benefit from the bingo games they
conduct. The Lottery Commission has proven that it can accomplish these missions and should be
continued for 12 years.

Page 12 Sunset Staff Report / Issue 1
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Fiscal Implication

If the Legislature continues the current functions of the Lottery Commission, using the existing
organizational structure, the agency’s annual appropriation of approximately $182 million would
continue to be required for its operation. This appropriation is entirely paid for by the sale of lottery
products and the licensing of bingo entities.

! Texas Lottery Commission, Demographic Study of Texas Lottery Players, data compiled by the Office of Survey Research at the
University of Texas at Austin (Austin, Texas, January 2001), p. 3.

2 Sunset Advisory Commission overview meeting with the Texas Lottery Commission (Austin, Texas, April 4, 2002).

3 The Government Code contains two Sunset provisions related to the lottery. One provision is in the Commission’s enabling
statute, Government Code, Section 467.002. The other provision is in the State Lottery Act, Government Code, Section
466.003, and refers to the Lottery Division, which was originally part of the Comptroller’s Office. Both provisions include an
abolishment date of September 1, 2003.
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Issue 2

The Small Size of the Texas Lottery Commission Limits Its
Effectiveness and Communication Among Its Members.

Summary

Key Recommendation

e Expand the Texas Lottery Commission from three to five public members.

Key Findings
e The small size of the Commission limits its effectiveness and internal communication.

e The Legislature has generally created larger state agency governing bodies to properly carry out
agency policymaking and oversight.

e The governing boards of most other states’ lotteries are larger than the Texas Lottery Commission.

Conclusion

The work of the Texas Lottery Commission in operating the lottery and regulating charitable bingo
is hampered by its small size. As a three-member, part-time policy body, members of the Commission
cannot informally discuss the work of the agency without violating the Open Meetings Act. The
Commission also cannot form subcommittees to help it oversee the agency. In view of these problems,
the Legislature has acted to form larger policy bodies for the majority of state agencies and has
recently increased the size of other three-member boards. The Sunset review examined the work of
the Lottery Commission and concluded that the addition of more members would allow it to operate
more ecffectively.

Issue 2 / Sunset Staff Report Page 15
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Commussion members
cannot informally discuss
the work of the agency
unless in a posted public
meetiny.

Support

The Texas Lottery Commission is a three-member, part-time
governing body.

In 1993, the Legislature created the Lottery Commission as a three-
member body appointed by the Governor.

The Commission usually meets once a month and is composed of
public members, one of whom must have experience in the bingo
industry. The Commission passes rules and sets policies to
administer and operate the lottery and regulate bingo and employs
the Executive Director, Charitable Bingo Operations Division
Director, and the Internal Auditor. The Commission also has
authority to revoke and suspend lottery and bingo licenses and to
deny bingo licenses after a hearing.

The small size of the Commission limits its effectiveness and
internal communication.

The Texas Open Meetings Act presents difficult communication
challenges for three-member boards. Because a meeting occurs
any time a quorum discusses public business, three-member boards
violate the Act whenever two members discuss the agency’s work
without advance posting. Under the terms of the Open Meetings
Act, members of the Lottery Commission cannot informally discuss
the work of the agency or directly talk with each other. In fact, one
member cannot even call another member to ask a question about
basic Lottery Commission business.

The small size of the Commission limits its use of subcommittees
as a tool in overseeing the agency. While the Commission could
create two-member subcommittees, it cannot have two
subcommittees simultaneously working on different issues — a
primary benefit of subcommittees. The current size of the
Commission also limits the benefit of using subcommittees to divide
the Commission’s workload. Although Commission members may
individually discuss matters with agency personnel, this option does
not provide the difference of opinions that would come from having
a subcommittee of members.

The small size of the Commission also results in members relying
heavily on agency staff for policy development. Individual
Commissioners may not have the time to focus on a policy area,
such as bingo regulation or procurement practices. Although bingo
regulation is a small part of the agency’s overall mission and budget,
the problems with the current regulatory system, as discussed in
other issues in this report, could benefit from greater oversight by
the Commission. A more significant function of the agency is

Page 16
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managing numerous contracts for the operation of the lottery,
including the day-to-day system operation, advertising, and instant
ticket manufacturing. These three functions, as performed under
five separate contracts, accounted for nearly $144 million, or 81
percent of the agency’s lottery expenditures, in fiscal year 2001.
The significant size of these contracts alone demands a high level
of oversight by the Commission.

The Legislature has generally created larger state agency
governing bodies to properly carry out agency policymaking
and oversight.

Most other state agency policy bodies have more than three
members. Of 111 boards or commissions appointed by the
Governor, only eight consist of three members, and three of those
eight have members who serve full-time.!

The Legislature has acted to increase the size of state boards when
doing so would allow more effective oversight. For example, in
2001, the Legislature acted on a recommendation from the Sunset
Commission to increase the size of the governing board of the
State Securities Board from three to five members. In making the
recommendation, the Sunset Commission pointed out that a larger
board would avoid conflicts with the Open Meetings Act and would
allow for the use of subcommittees.?

The governing boards of most other states’ lotteries are larger
than the Texas Lottery Commission.

e Of the 38 other states and the District of Columbia that operate
lotteries, 22 have governing bodies with five or more members.?
Recommendation

Of 111 boards and
commissions appointed
by the Governoy, only five
consist of three part-time
members.

Change in Statute

2.1 Expand the Texas Lottery Commission from three to five public members.

This recommendation would increase the size of the Lottery Commission by two members.
Commissioners would continue to serve on a part-time basis and one member would still be required
to have experience in the bingo industry. With more members, the Commission should consider
creating subcommittees to oversee bingo regulation, procurement practices, and any other functional
areas needing greater oversight.

Impact

Expanding the size of the Lottery Commission would increase the members’ ability to communicate
while avoiding problems with the Open Meetings Act, allow the use of subcommittees, and allow
individual members to focus more attention on significant functions of the agency:.

Issue 2 / Sunset Staff Report
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Fiscal Implication

This recommendation would have a minor fiscal impact to the State. Expanding the Commission
would result in additional travel expenses for two new Commission members. Based on current
projections, costs would increase by about $1,600 per Commissioner per year. The agency currently
receives up to 7 percent of lottery sales for its administration and should use this allocation to pay
the travel expenses of the two new Commission members.

! The Texas Natural Resource Conservation Commission, Public Utility Commission, and Workforce Commission are full-time
commissions with three members each. The part-time three-member boards or commissions with gubernatorial appointments are

the Alcoholic Beverage Commission, Lottery Commission, Department of Public Safety, Texas Department of Transportation, and
the Veteran’s Land Board.

2 Sunset Advisory Commission, Report to the 77th Legislature (Austin, Texas, February 6, 2001), p. 265.

3 North American Association of State and Provincial Lotteries, NASPL 2001 Lottery Resource Handbook, Vol. 11, (Willoughby Hills,
OH, 2001).
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Issue 3

The Lottery Commission Is Not Performing Sufficient Analyses to
Guide Major Financial Decisions.

Summary

Key Recommendations

e Require the Commission to review and approve all major expenditures.
e Require the agency to develop a comprehensive business plan.

e The agency should conduct a thorough cost-benefit analysis before approving new programs or
expenditures.

e The agency should evaluate the effectiveness of current program expenditures through program-
specific performance measures or periodic justification reviews.

Key Findings

e The agency does not conduct a cost-benefit analysis for proposed expenditures, or routinely
evaluate the effectiveness of current major program expenditures.

e The Lottery Commission lacks the information and authority to effectively evaluate significant
agency expenditures.

e The agency does not have an agency-wide business plan to guide major financial decisions.

Conclusion

The funding process for the Texas Lottery Commission is unique among state agencies, as the
Legislature appropriates a certain percentage of lottery sales for administration each fiscal year, and
the agency is exempt from standard state procurement requirements. This arrangement, though
common in other state lotteries, does not require the level of budgetary analysis performed by other
state agencies. The Sunset review evaluated the agency’s analysis of new and existing expenditures
and found that several new expenditures were not thoroughly analyzed before approval, lacking
cost-benefit review and relying on insufficient or inaccurate data. The agency also lacks standard
mechanisms to ensure current programs are operating in a cost-effective manner. Further, the State
Lottery Act does not grant the Commission specific approval authority for contracts. These
recommendations are intended to ensure the agency adequately evaluates and plans for its
expenditures. The recommendations would also create a higher level of oversight by providing the
Commission with detailed information about significant procurements and programs, in the interest
of limiting administrative costs.
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Texas Lottery Commission

The Legislature
appropriates a certain

Support

The Texas Lottery Commission’s appropriations and
procurement structures are unlike other state agencies.

e The Legislature appropriates funding to the Lottery Commission
based on up to 12 percent of the sales estimate for lottery products
in the next year, as calculated by the Texas Comptroller of Public
Accounts.!  Of this estimate, 5 percent goes to retailers for sales
commissions, and the remaining 7 percent is used to cover the

percentage of lottery sales agency’s administrative costs.> The administrative allocations are

for the agency’s

shown in the pie chart, Lottery Expenditures. A contingency rider

administraton each year: provides the agency with additional funding for contractual

The State Lottery Act

specifically exempts the

lottery from the Texas
Building and
Procurement

Commisson’s purchasing

VeqUITEMENTS.

obligations if sales exceed budgeted amounts. The agency must
return any unused administrative funds to the Foundation School
Fund.
Lottery Expenditures
FY 2001

Instant Ticket Manufacturing
Contract $19,897,850 (5.6%
Advertising $40,000,000 (11.3%)~C°"act $ (5:6%)
Lottery Administration $46,737,266
(13.2%)

Lottery Operator Contract
$93,017,520 (26.3%)

| Total: $354,261,661 |

Retailer Bonuses $7,000,000 (2.0%)

Retailer Commissions $147,609,025
(41.7%)

e The State Lottery Act specifically exempts the Texas Lottery, but
not the Charitable Bingo Operations Division, from the Texas
Building and Procurement Commission’s purchasing requirements
and vests all procurement authority with the Executive Director.?
As a result, the Executive Director solely approves all major
expenditures and procurement decisions. In fiscal year 2001, the
Lottery Commission had 107 different contracts, totaling more
than $150 million, or 72 percent of the agency’s appropriation.
State law designates the Commission as the appellate body when a
bidder protests a solicitation or contract award made by the
Executive Director.

The agency does not conduct a cost-benefit analysis for
proposed expenditures before initiating its contracting process.

e The agency frequently approves program expenditures without
conducting a complete, accurate cost-benefit analysis. During the
review, Sunset staff requested all pre-expenditure analysis
documentation, and the agency could only provide materials related
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to its contract bidding and award processes. Sunset staft concluded
that the agency approves projects without thorough cost-benefit
evaluation or long-term planning before initiating the procurement
process. The Office of the State Auditor has also noted the agency’s
inadequate expenditure justification. In a response to a 1998 letter
trom the Commission requesting an increase in full-time positions,
the Auditor asked the agency to provide more complete information

or support for certain expenditures.

4

need and subsequently withdrew the request.

This lack of evaluation and planning could potentially lead to
excessive spending, duplicative efforts, or ineftective programs.
Examples of agency programs that would have benefitted from
more thorough pre-expenditure analysis are provided in the

tollowing paragraphs.

The agency re-evaluated its

Without adequate
expenditure analysis, the
ayency often
undevestimates the costs
of new programs.

o Without adequate expenditure analysis, the agency often
underestimates the costs of new programs. Sunset staff’s review
of agency documents showed that several initial cost estimates were
inaccurate, resulting in subsequent costs that may not have justified
the actual expenditure. Most estimates were incorrect by wide
margins. For example, the cost for constructing the in-house
drawings studio at the agency’s headquarters in Austin exceeded
the estimate by more than $400,000.> Other examples are shown
in the table, Examples of Inaccurate Cost Estimates.

Examples of Inaccurate Cost Estimates

Initial Actual Explanatory
Program Year Estimate Cost Difference Information
In-house Tlle agency did not e}nticipate a si.giniﬁcant increase in
ticket testing i nck?t testing. At the time of the estimate, the agency was
facility (annual 1997 $60,000° $95,000” (+) $35,000 | testing 25 games, ax.ld estimated a 10-game increase.
operations) However, the agency is currently testing approximately 80
games per year.
In-house Th.e agency initially pl\eun}eId to house the studio at its
broadeast existing warehouse f.acﬂlty. However, theA agency
studio 2001 $267,0008 $699,5297 | (+) $432,529 cons.t.ructed th.e studio atits headqu;}rters. instead,
(construction) requiring extensive renovation to move its claim center
and make room for the broadcast studio.
The initial estimate provided to the Senate Finance
In-house 'Committ'ec did not .contcmplate the nine employees
broadcast mvolv;d in thc.i drawmgs.' The agency also cstlmatcd‘a
studio (annual 2001 | $1,200,000° | $1,484,598" | (+) $284,598 one-time capital expenditure to puychasc the studlg
operations) equipment. Based on a recommendation by the Council
on Competitive Government, the agency leased the
equipment.
Mid-day draw The mid-day draw has not been in effect for a full year,
(annual 2002 $504,840' | $598,968' | (+)$94,128 | however the actual cost is based on year-long contracts to
operations) provide necessary services.
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Texas Lottery Commission

A vecent proposed rule
amendment had a
negative fiscal impact of
up to $21.5 million over
five years.

The agency has spent
more than $2.5 million
renovating office space
that is not state

property.

Another example of the agency’s lack of cost-benefit assessment
was the January 2002 rule proposal to provide 1 percent retailer
bonuses for cashing certain mid-level winning tickets. The agency
projected a 5 percent sales increase each year, though it provided
no analytical data to support this assumption.'* In fact, lottery
sales have been steadily declining in recent years. In response to
the proposed rule, the Senate Finance and House Appropriations
Committees sent a letter noting that the agency did not adequately
evaluate the negative fiscal impact of this rule amendment, reducing
revenue to the Foundation School Fund of up to $21.5 million over
five years.’> Subsequently, the agency withdrew the rule from
consideration.

A third example of how more pre-expenditure analysis could have
helped the agency is its headquarters lease in Austin. The agency’s
previous headquarters were located in a building in north Austin,
with an annual lease rate of $374,700, expiring May 1997.1¢ The
lessor proposed a lease with an option to purchase at the end of a
10-year lease renewal term. Claiming the repairs or improvements
to the existing building would exceed $2 million, the agency began
looking for new lease space in March 1996. The agency focused on
properties in the central business district of Austin, an area with
some of the highest rental rates in the city. The agency states the
necessity for such a centralized location was to increase public
awareness of the lottery, though plans for an in-house drawings
studio open to the public were developed considerably later.!”

In January 1997, the agency signed a three-year emergency lease
tfor its new headquarters in downtown Austin’s entertainment
district, without meeting requirements for emergency purchases.!®
An agency rule states the Commission may make an emergency
purchase or lease of goods or services if the Commission will suffer
tinancial or operational damage.!” The agency must document the
existence of an emergency before making the lease or purchase.
However, the agency could not produce such documentation.

The existing headquarters lease costs $1.75 million annually, more
than two times the lease rate of the previous building, and by 2005
is expected to rent at $2.1 million per year.® A 1998 Space Use
Study conducted by the General Services Commission noted these
costs, along with 9,500 excess square feet, and recommended
transition to a state-owned facility when the lease expired in 2000.%!
However, the agency recently exercised another five-year lease
extension three years before its current lease was set to expire. In
addition to the annual lease rate, initial renovations to the current
location cost almost $1 million. Including the cost of the new in-
house drawings studio, the agency has spent more than $2.5 million
renovating office space that is not state property.*?
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The agency does not routinely evaluate the effectiveness of
current program expenditures.

Currently, the agency has no formal system in place to periodically
evaluate current programs and activities. The agency holds quarterly
contract compliance meetings, but only to ensure general compliance
with existing contractual provisions. The agency does not
periodically review programs or procurements to establish the
necessity of services provided or to ensure quality, effective
performance. At the time the contract is set to expire, the agency
determines the continued need for the goods or services. A post-
expenditure review would provide an opportunity to adjust program
objectives, eliminating unnecessary costs.

For example, at a recent Commission meeting, the lottery operator,
GTECH, made a presentation regarding the performance of a
current Lotto game change, recommending an additional change
to increase sales. This presentation, requested by a Commission
member, was the first time the Commission evaluated the game’s
performance since the change in July 2000. The forecasted sales
for the initial game change were $736.1 million per year, however
sales were only $601.1 million by the second year.?®* Sales
projections were overestimated by more than $130 million, yet the
agency is considering another game change based on similar
GTECH sales projections. Earlier review of the sales estimate
variations and the effectiveness of the game change may have led
the agency to re-evaluate the change, possibly limiting decreased
sales revenue. The Commission’s reliance on information provided
by an interested third party, which has proven to be inaccurate at
times, limits its ability to make informed policy decisions regarding
agency expenditures.

The Lottery Commission lacks the information and authority
to effectively evaluate significant agency expenditures.

Since the State Lottery Act gives the Executive Director sole
approval authority over all contracts, the Commission’s role in major
procurements and expenditures is limited. In most other agencies,
the governing board has the power to award major contracts, which
it then delegates to its executive director. The new lottery operator
contract with GTECH, totaling more than $954 million over 10
years, was awarded solely by a state employee. In fact, a 1999
report from the State Auditor’s Office recommended legislation
that would provide greater oversight and involvement by the
Commissioners in the procurement of lottery goods and services.*
However, the agency took no action to seek legislation to initiate
increased Commission oversight.

The agyency does not
veview programs or
procurements for
necessity or performance.

The lottery oper